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The  Honorable  Otis  Bowen,  M.D. 
Secretary 

Department  of  Health  and  Human  Services 
Washington,  D.C.  20101 

Dear  Mr.  Secretary: 

I  am  pleased  to  transmit  to  you  the  third  annual  report  of 
the  Prospective  Payment  Assessment  Commission  as  required  by 
Section  1886   (e) (4)   of  the  Social  Security  Act  as  amended  by 
Public  Law  98-21.     This  report  contains  28  recommendations 
updating  the  Medicare  prospective  payments  and  modifying  the 
diagnosis-related  group  (DRG)   classification  and  weighting 
factors . 

The  report  also  provides  background  on  the  Commission's 
priorities  as  well  as  an  indication  of  its  agenda  for  coming 
years . 


Sincerely, 


Stuart  H.  Altman,  Ph.D. 
Chairman 
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Executive  Summary 


In  its  third  annual  report,  the  Prospective 
Payment  Assessment  Commission  (ProPAC) 
presents  recommendations  to  the  Secretary  of 
the  Department  of  Health  and  Human  Services 
(HHS)  on  ways  to  update  and  improve  the 
Medicare  prospective  payment  system  (PPS)  for 
fiscal  year  1988.  The  28  recommendations  in 
this  report  reflect  the  collective  judgment  of 
ProPAC's  17  Commissioners  regarding  issues  of 
substantial  importance  to  beneficiaries,  hospi- 
tals, and  the  Medicare  program. 

The  Commission  presents  these  recommenda- 
tions to  comply  with  its  statutory  mandate  and 
to  contribute  to  an  informed  and  open  debate 
about  hospital  payment  policy  under  PPS.  The 
recommendations  were  produced  through  a 
process  of  agenda  setting,  information  collec- 
tion, analysis,  and  deliberation  that  has  contin- 
ued since  the  publication  of  the  Commission's 
previous  report  in  April  1986.  The  proposed 
changes  are  necessary,  in  the  Commission's 
view,  to  maintain  access  to  high-quality  health 
care,  to  encourage  hospital  productivity  and 
cost-effectiveness,  and  to  permit  the  adoption  of 
innovative  and  appropriate  technological 
change.  The  following  major  areas  are  ad- 
dressed in  this  year's  recommendations. 

Updating  PPS  Payments — The  Commission 
recommends  an  increase  in  the  level  of  PPS 
prices  of  2.2  percent  for  urban  hospitals  and  3.0 
percent  for  rural  hospitals.  These  update  factors 
are  derived  by  combining  several  components. 
One  is  a  5.4  percent  average  reduction,  to  be 
phased  in  over  the  next  three  years,  to  reflect 
recently  discovered  differences  between  pro- 
jected and  actual  costs  during  the  first  year  of 
PPS.  This  results  in  a  decrease  of  1.9  percent 
for  urban  hospitals  and  1.1  percent  for  rural 
hospitals  for  fiscal  year  1988. 

The  other  components  are:  increases  of  4.9 
percent  for  inflation  in  the  hospital  market 
basket,  0.5  percent  for  scientific  and  technologi- 
cal advances,  and  1.3  percent  for  real  case-mix 


change;  and  decreases  of  1.0  percent  for  im- 
provements in  hospital  productivity,  0.3  percent 
for  shifts  in  the  site  of  service,  and  1.3  percent 
for  expected  changes  in  the  case-mix  index 
(CMI).  The  Commission  may  change  its  update 
recommendation  before  the  beginning  of  fiscal 
year  1988  as  more  recent  market  basket  and 
case-mix  data  become  available. 

Earlier  Availability  of  Cost  Data — The  Com- 
mission urges  use  of  the  sampling  strategy  it 
has  developed  to  speed  up  the  availability  of 
Medicare  Cost  Report  data.  There  continues  to 
be  critical  need  for  more  timely  information  for 
decision  making.  The  cost  reports  provide  im- 
portant information  for  developing  the  annual 
update  factor.  In  addition,  they  provide  the  data 
necessary  for  assessing  the  relationship  between 
PPS  payments  and  hospital  costs  and  for  ana- 
lyzing the  costs  of  individual  diagnosis-related 
groups  (DRGs).  The  Commission  believes,  there- 
fore, that  it  is  important  to  develop  a  sample  of 
PPS  hospitals  with  early  reporting  periods  to 
increase  the  timely  availability  of  these  crucial 
data. 

Incorporating  Capital  Payments — The  Com- 
mission believes  that  the  recommendations  it 
advanced  last  year,  with  some  modifications, 
represent  a  sound  approach  for  incorporating 
capital  payments  into  PPS.  The  Commission 
continues  to  believe  that  the  payment  system 
should  ultimately  be  based  on  a  single,  all-inclu- 
sive PPS  rate.  Although  the  Commission  will 
continue  to  analyze  issues  related  to  capital 
payment  policy,  it  remains  convinced  that  the 
transition  to  incorporate  capital  payments  into 
PPS  should  be  initiated  as  soon  as  possible. 

Improving  Hospital  Labor  Market  Areas — In 
its  previous  annual  reports,  the  Commission  rec- 
ommended improving  the  way  that  hospital 
labor  market  areas  are  defined  under  PPS. 
These  definitions  have  a  substantial  effect  on 
the  distribution  of  hospital  payments  through 
their    impact    on    the    area    wage  index 
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adjustment.  In  this  year's  recommendation,  the 
Commission  provides  specific  advice  for  improv- 
ing these  definitions. 

Beneficiary  Concerns — The  Commission  is 
concerned  about  the  financial  impact  of  PPS  on 
beneficiaries  and  on  quality  of  care.  The  Com- 
mission believes  that  the  portion  of  inpatient 
hospital  payment  borne  by  Medicare  benefici- 
aries, which  has  risen  as  a  result  of  length  of 
stay  declines  under  PPS,  should  be  returned  to 
its  pre-PPS  level.  The  Commission  also  urges  a 
comprehensive  evaluation  of  Peer  Review  Orga- 
nizations' (PROs)  review  of  quality  of  care  under 
PPS. 

Rural  Hospitals — The  Commission  has 
become  increasingly  concerned  about  the  wel- 
fare of  beneficiaries  who  rely  on  small,  isolated 
rural  hospitals.  The  Commission  recommends 
simplifying  the  criteria  for  granting  protection 
against  volume  fluctuations  to  Sole  Community 
Hospitals  (SCHs)  and  expanding  the  number  of 
hospitals  eligible  for  such  protection.  In  general, 
the  Commission  believes  that  payment  issues 
related  to  the  impact  of  PPS  on  rural  hospitals 
should  be  evaluated. 

Improvements  to  the  DRGs — The  Commission 
believes  that  the  DRG  system  is  the  most  appro- 
priate available  measure  of  hospital  case  mix 
for  PPS.  The  Commission  recommends  several 
specific  refinements  to  the  DRG  system  that  can 
be  accomplished  by  making  better  use  of  cur- 
rently available  data.  The  Commission  also  be- 
lieves that  it  may  be  desirable  to  develop 
longer-term  improvements  in  case-mix  measure- 
ment by  incorporating  new  data  that  are  not 
currently  collected  as  part  of  the  discharge 
abstract.  To  address  some  of  the  inherent  defi- 
ciencies of  case-mix  measures,  the  Commission 
believes  that  current  outlier  payment  policy 
should  be  evaluated  and  refined  to  reduce  the 
financial  risk  associated  with  caring  for  ex- 
tremely costly  cases. 

Study  of  Case-Mix  Change — The  Commission 
calls  for  the  development  of  more  complete  data 
and  methods  to  assess  changes  in  case  mix  over 
time.  In  previous  years,  ProPAC  and  the  Secre- 
tary have  had  difficulty  distinguishing  between 
real  case-mix  change  and  coding  improvement 


in  developing  their  update  factors.  The  Commis- 
sion is  participating  with  the  Health  Care  Fi- 
nancing Administration  (HCFA)  in  a  study  in- 
volving the  reabstraction  of  medical  records  to 
test  and  refine  methods  of  ongoing  measure- 
ment of  case-mix  change. 

AGENDA  FOR  THE  FUTURE 

The  Commission's  mandate  requires  it  to  rec- 
ommend appropriate  updates  and  improvements 
to  PPS.  In  addition,  the  Commission  believes  it 
has  an  important  role  in  assessing  the  impact  of 
PPS  on  quality  of  care  and  other  aspects  of 
health  care  delivery.  ProPAC's  analytic  agenda, 
therefore,  calls  for  study  in  three  broad  areas: 
improving  patient  classification  and  case-mix 
measurement,  improving  and  updating  hospital 
payment  amounts,  and  assessing  quality  of  care 
and  the  effects  of  PPS  on  beneficiaries.  There 
are  quite  a  few  similarities  between  ProPAC's 
current  and  previous  analytic  agendas.  This  re- 
flects the  ongoing  nature  of  many  of  the  Com- 
mission's responsibilities.  During  the  coming 
year,  ProPAC  will  undertake  the  following  ana- 
lytic activities. 

Improving  patient  classification  and  case-mix 
measurement: 

•  Analyses  of  specific  DRGs  or  groups  of 
DRGs,  on  a  case-by-case  basis,  to  incor- 
porate new  technologies  and  to  reflect 
changes  in  medical  practice; 

•  Analyses  of  further  generic  modifica- 
tions to  the  DRG  system  to  better  ac- 
count for  variations  in  resource  use  re- 
lated to  case  complexity,  including  an 
examination  of  the  impact  of  high-cost 
cases  in  specialty  hospitals  and  referral 
centers; 

•  Monitoring  the  development  and  evalua- 
tion of  alternative  case-mix  systems  that 
may  be  used  in  the  future  to  modify  or 
to  replace  the  DRG  system;  and 

•  Studies  of  other  issues  related  to  case- 
mix  measurement,  such  as  outlier  pay- 
ment policy,  transfer  policy,  and  the 
allocation  of  nursing  costs. 
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Improving  and  updating  hospital  payment 
amounts: 

•  Studies  to  further  refine  the  discretion- 
ary adjustment  factor  (DAF),  including 
identification  of  new  data  sources  and 
more  precise  indicators  for  each  of  the 
DAF  components; 

•  Analyses  of  hospital  costs  and  PPS 
payments  using  the  most  recent  data 
available,  including  the  distribution  of 
payments  across  different  types  of  hospi- 
tals; 

•  Studies  of  other  issues  related  to  pay- 
ment amounts,  such  as  the  update  factor 
for  hospitals  excluded  from  PPS,  the 
impact  of  PPS  on  rural  hospitals,  and 
the  incorporation  of  capital  payments 
into  PPS;  and 

•  Analyses  of  hospital  strategies  for  im- 
proving efficiency  and  productivity  in 
response  to  PPS,  including  changes  in 
services  provided. 

Assessing  quality  of  care  and  effects  of  PPS 
on  beneficiaries: 

•  Evaluation  of  quality  of  care  and  access 
to  care,  including  analysis  of  the  impact 
of  hospital  financial  status  on  quality  of 
care,  and  monitoring  of  the  findings  of 
Peer  Review  Organizations; 

•  Research  to  evaluate  the  availability, 
provision,  and  cost  of  care  provided  in  a 
hospital  after  the  acute  portion  of  the 
hospital  stay  is  completed; 

•  Analyses  to  monitor  possible  quality  of 
care  problems  among  targeted  groups  of 
beneficiaries,  such  as  those  who  are 
frail,  disabled,  or  eligible  for  both  Medi- 
care and  Medicaid;  and 

•  Study  of  the  financial  effects  of  PPS  on 
beneficiaries,  including  the  impact  of  in- 
creased cost  sharing  for  hospital  stays 
and  increased  out-of-hospital  expenses. 

This  report  appears  shortly  after  the  publica- 
tion of  ProPAC's  report  to  the  Congress,  Medi- 


care Prospective  Payment  and  the  American 
Health  Care  System,  which  evaluates  the  impact 
of  PPS  through  its  second  year.  The  Commis- 
sion believes  that  the  two  reports  demonstrate 
the  ongoing  need  to  assess  the  consequences  of 
PPS.  Furthermore,  the  Commission  hopes  that 
its  reports  continue  to  lead  to  the  implementa- 
tion of  needed  improvements  and  refinements 
in  PPS. 

REPORT  ORGANIZATION 

Chapter  1  discusses  the  Commission's  role  and 
its  processes  for  fulfilling  its  mandate,  the  prior- 
ities and  concerns  that  guide  its  decision 
making,  the  status  of  its  previous  recommenda- 
tions, and  changes  in  health  care  financing  and 
public  policy  since  its  last  report.  Chapter  2  pre- 
sents ProPAC's  28  recommendations  for  improv- 
ing PPS.  These  recommendations  fall  into  seven 
broad  areas  for  action  by  the  Secretary  during 
fiscal  year  1988: 

•  Updating  PPS  payments, 

•  Incorporating    capital    payments  into 
PPS, 

•  Refining  adjustments  to  the  PPS  pay- 
ment formula, 

•  Protecting  beneficiaries'  interests, 

•  Improving  case-mix  measurement, 

•  Improving  DRG  classification,  and 

•  Conducting  analyses  of  case-mix  change. 

Chapter  3  outlines  the  Commission's  proposed 
analytic  agenda.  It  describes  the  issues  that 
ProPAC  intends  to  undertake  for  study  during 
the  rest  of  1987  and  the  beginning  of  1988. 

The  Technical  Appendixes,  a  separate  volume 
accompanying  this  report,  contain  descriptive 
and  analytical  studies  conducted  by  staff  and 
outside  experts  that  served  as  the  basis  for  the 
Commission's  recommendations. 
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RECOMMENDATIONS  FOR  FISCAL 
YEAR  1988 

Updating  PPS  Payments 

Recommendation  1:  Amount  of  the  Update 
Factor  for  PPS  Hospitals 

For  fiscal  year  1988,  the  standardized 
amounts  should  be  updated  by  the  following  fac- 
tors: 

•  An  average  1.8  percent  reduction  to  re- 
flect first-year  PPS  cost  information. 
This  reduction  entails  separate  adjust- 
ments for  urban  and  rural  hospitals  of 

—  1.9  and  —1,1  percent,  respectively; 

•  The  projected  increase  in  the  hospital 
market  basket  (currently  estimated  at 
4.9  percent); 

•  A  discretionary  adjustment  factor  of  0.5 
percentage  points  composed  of  two 
allowances: 

—  A  —0.8  percent  allowance  for  scien- 
tific and  technological  advancement, 
productivity  change,  and  site-of-care 
substitution;  and 

—  A  positive  allowance  for  real  case-mix 
change  (currently  estimated  at  1.3 
percent). 

In  addition,  the  DRG  weights  should  be  ad- 
justed to  remove  any  increase  in  the  average 
DRG  weight  occurring  during  fiscal  year  1987. 

This  recommendation  reflects  the  Commis- 
sion's judgment  about  the  appropriate  increase 
in  the  level  of  PPS  prices  for  fiscal  year  1988.  It 
assumes  that  the  Commission's  other  concerns 
regarding  the  payment  formula  and  the  DRG 
weighting  factors  are  also  addressed  in  the 
fiscal  year  1988  payment  rates.  Further,  the  rec- 
ommendation is  based  on  the  premise  that  no 
net  reductions  or  increases  in  average  per-case 
payments  to  hospitals  will  be  effected  through 
measures  other  than  the  update  factor. 


Recommendation  2:  Adjustment  to  the  Level 
of  Standardized  Amounts 

The  update  factor  should  include  an  adjust- 
ment to  lower  the  standardized  amounts  an 
average  of  5.4  percent,  phased  in  over  three 
years.  The  urban  standardized  amount  should 
be  reduced  by  5.7  percent,  and  the  rural  amount 
by  3.3  percent.  The  reductions  should  be  made 
in  three  equal  increments  averaging  1.8  percent, 
beginning  in  fiscal  year  1988.  The  adjustments 
are  based  on  the  Commission's  judgment  about 
how  information  on  average  Medicare  costs  per 
case  from  the  first  year  of  PPS  should  be  incor- 
porated into  the  update  factor. 

Recommendation  3:  Allowance  for  Scientific 
and  Technological  Advancement  and 
Productivity  Goals,  and  Site-of-Care 
Substitution 

For  the  fiscal  year  1988  payment  rates,  the 
allowance  in  the  Discretionary  Adjustment 
Factor  for  scientific  and  technological  advance- 
ment, productivity  improvement,  and  substitu- 
tion in  the  site  of  service  from  inpatient  to  out- 
of-hospital  settings  should  be  set  at  minus  0.8 
percentage  points. 

Recommendation  4:  Adjustments  for  Case- 
Mix  Change 

For  fiscal  year  1988,  the  update  of  PPS  prices 
should  be  adjusted  for  three  types  of  case-mix 
change  in  the  following  manner: 

•  A  positive  allowance  in  the  DAF  of  0.5 
percent  for  within-DRG  case  complexity 
change; 

•  A  positive  allowance  in  the  DAF  of  0.8 
percent  for  across-DRG  real  case-mix 
change;  and 

•  An  across-the-board  reduction  in  the 
DRG  weights  for  increases  in  the  case- 
mix  index  during  fiscal  year  1987,  cur- 
rently estimated  to  be  1.3  percent. 

Recommendation  5:  Update  Factor  for 
Excluded  Hospitals  and  Distinct-Part  Units 

For  fiscal  year  1988,  a  target  rate  of  increase 
factor,  separate  from  the  PPS  update  factor, 
should  be  used  to  update  payment  rates  for  the 
group  of  psychiatric,  rehabilitation,  and  long- 
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term  care  hospitals  and  hospital  distinct-part 
units  excluded  from  PPS.  The  target  rate  of 
increase  factor  should  reflect  the  projected  in- 
crease in  the  hospital  market  basket  for  these 
hospitals,  corrected  for  forecast  errors,  minus  a 
0.5  percentage  point  adjustment  for  productivity 
and  scientific  and  technological  advancement 
goals  established  for  PPS  hospitals. 

For  fiscal  year  1988,  the  target  rate  of  in- 
crease factor  for  pediatric  hospitals  and  distinct- 
part  units  should  reflect  the  projected  increase 
in  the  hospital  market  basket  for  PPS  hospitals, 
corrected  for  forecast  error,  minus  a  0.5  percent- 
age point  adjustment  for  the  productivity  and 
scientific  advancement  goals  established  for 
PPS  hospitals. 

Recommendation  6:  Timely  Availability  of 
Medicare  Cost  Report  Data 

Medicare  Cost  Report  data  should  be  rou- 
tinely collected  from  a  sample  of  PPS  hospitals. 
The  sample  should  be  made  up  of  PPS  hospitals 
with  accounting  years  that  begin  in  the  first 
four  months  of  the  Federal  fiscal  year.  Data 
from  this  "early  return"  sample  would  provide 
more  timely  estimates  of  the  costs  of  PPS  hospi- 
tals. The  Commission  believes  these  data  are 
necessary  for  assessing  the  relationship  between 
PPS  payments  and  hospital  costs  and  for  ana- 
lyzing the  costs  of  individual  DRGs.  The  Com- 
mission will  complete  further  analyses  to  deter- 
mine how  an  early  return  sample  should  be 
developed  for  hospitals  excluded  from  PPS  but 
subject  to  the  rate  of  increase  limitations. 

Capital 

Recommendation  7:  All-inclusive  Rate 

The  Secretary  should  initiate  a  transition  to  a 
new  capital  payment  method  beginning  in  fiscal 
year  1988.  This  method  should  combine  operat- 
ing and  capital  cost  components  in  a  single  pro- 
spective payment  per  case. 

Recommendation  8:  Level  of  Federal  Capital 
Payment 

Capital  payments  should  be  added  to  the  Fed- 
eral portion  of  PPS  payments  for  hospital  cost 
reporting  years  beginning  in  fiscal  year  1988  at 
a  spending  level  consistent  with  that  established 


by  the  Omnibus  Budget  Reconciliation  Act  of 
1986. 

The  level  for  fiscal  years  1988  and  1989 
should  be  based  on  official  Medicare  inpatient 
capital  spending  projections  in  fiscal  year  1987. 
The  projections  should  include  all  capital  com- 
ponents as  presently  determined  on  a  reason- 
able cost  basis. 

Recommendation  9:  Capital  Payment 
Transition 

The  transition  to  Federal  capital  payments 
under  PPS  should  begin  in  fiscal  year  1988  in 
the  following  manner. 

•  Payments  for  fixed  capital  should  be 
phased  in  over  a  ten-year  period  on  a 
straight-line  basis. 

•  Payments  for  moveable  capital  should 
be  phased  in  over  a  three-year  period  on 
a  straight-line  basis. 

•  Hospital-specific  fixed  and  moveable 
capital  payment  portions  should  be 
based  on  the  actual  capital  costs  in- 
curred during  each  year  of  the  transi- 
tion. 

Recommendation  10:  Institutional  Neutrality 

Until  the  start  of  the  transition  to  an  all- 
inclusive  PPS  payment  rate,  the  Secretary 
should  provide  supplemental  payments  to  hospi- 
tals for  capital  costs  incurred  at  other  facilities. 
These  costs  are  not  currently  reimbursed  by 
Medicare. 

Recommendation  11:  Capital  Exceptions 
Process 

The  Secretary  should  develop  an  exceptions 
policy  to  assist  hospitals  that  are  vulnerable  to 
financial  hardship  when  capital  payment  is  in- 
cluded under  PPS.  Hospital  eligibility  criteria 
should  emphasize  the  goal  of  ensuring  contin- 
ued access  of  Medicare  beneficiaries  to  high- 
quality  hospital  services.  The  exceptions  policy 
should  not  be  used  to  protect  hospitals  simply 
because  they  are  in  financial  difficulty.  There- 
fore, a  limited  dollar  pool  should  be  made 
available  with  strict  criteria  to  be  used  in  deter- 
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mining  which  hospitals  would  be  eligible  for  a 
capital  payment  adjustment. 

Adjustments  to  the  Payment  Formula 

Recommendation  12:  Improving  the 
Definition  of  Hospital  Labor  Market  Areas 

The  Secretary  should  adopt  improved  defini- 
tions of  hospital  labor  market  areas. 

•  For  urban  areas,  the  Secretary  should 
modify  the  current  Metropolitan  Statis- 
tical Areas  to  distinguish  between 
central  and  outlying  areas.  The  central 
area  should  be  defined  using  urbanized 
areas  as  designated  by  the  Census 
Bureau. 

•  For  rural  areas,  the  Secretary  should 
distinguish  between  urbanized  rural 
counties  and  other  rural  counties  within 
each  state.  Urbanized  rural  counties 
should  be  defined  as  counties  with  a  city 
or  town  having  a  population  of  25,000  or 
greater. 

The  implementation  of  improved  definitions 
should  not  result  in  any  change  in  aggregate 
hospital  payments.  Furthermore,  these  defini- 
tions should  not  affect  the  assignment  of  hospi- 
tals to  urban  or  rural  areas  for  purposes  of 
determining  standardized  amounts. 

Recommendation  13:  Improving  the  Area 
Wage  Index 

The  Secretary  should  update  the  hospital 
wage  data  necessary  for  calculating  the  area 
wage  index  on  a  regular  basis.  This  updated 
information  should  include  data  on  the  wages 
and  hours  of  employment  for  hospital  occu- 
pational categories. 

Recommendation  14:  Extension  of  Volume 
Protection  to  All  Isolated,  Rural  Hospitals 

The  Secretary  should  seek  legislation  to 
expand  the  eligibility  for  a  PPS  volume  adjust- 
ment to  all  isolated,  rural  hospitals  that  meet 
the  criteria  for  Sole  Community  Hospital  status. 
Eligibility  should  not  be  limited  to  those  that 
have  obtained  such  status  in  order  to  maintain 
75  percent  hospital-specific  payments. 


Recommendation  15:  Clarification  of  Sole 
Community  Hospital  Volume  Exception 
Criteria 

Before  fiscal  year  1988  begins,  the  Secretary 
should  issue  instructions  for  implementing  the 
Sole  Community  Hospital  volume  adjustment 
that  clarify  the  interpretation  of  the  criteria 
used  to  grant  such  an  adjustment.  The  applica- 
tion process  for  a  volume  adjustment  should  be 
simplified. 

Recommendation  16:  Evaluation  of  Current 
PPS  Payment  Policies  for  Rural  Hospitals 

The  Secretary  should  complete  the  studies 
mandated  by  Congress  in  the  original  PPS  and 
deficit  reduction  legislation  and  make  them 
publicly  available  as  soon  as  possible. 

•  The  study  on  the  feasibility  and  impact 
of  eliminating  or  phasing  out  separate 
urban  and  rural  DRG  prospective  pay- 
ment rates  should  reflect  analyses  based 
on  first-year  PPS  Medicare  Cost  Reports 
and,  if  possible,  preliminary  findings 
from  the  second  year  of  PPS. 

•  The  study  of  Sole  Community  Hospitals 
should  be  supplemented  by  an  evalua- 
tion of  the  appropriateness  of  current 
Medicare  payment  policies  for  all  small, 
isolated  rural  hospitals. 

The  Commission  also  intends  to  examine 
these  issues  and  will  share  its  findings  with  the 
Congress  and  the  Secretary  as  they  are  devel- 
oped. 

Recommendation  17:  Improvements  in 
Outlier  Payment  Policy 

The  Secretary  should  continue  to  review 
outlier  payment  policy  and  implement  refine- 
ments to  reflect  more  accurately  the  resources 
hospitals  use  to  treat  outlier  cases.  The  Commis- 
sion is  concerned  that  outlier  payments  may  not 
adequately  protect  hospitals  from  the  risk  of 
extremely  costly  cases.  Identifying  risk  at  both 
the  case  level  and  the  hospital  level  should  be 
incorporated  into  any  consideration  of  policy 
change.  The  Commission  encourages  current  re- 
search that  examines  outlier  discharges  at  the 
hospital,  DRG,  and  case  level.  The  Commission 
intends  to  continue  its  own  examination  of 


9 


outliers  and  will  share  the  results  with  the  Sec- 
retary and  Congress. 

Beneficiary  Concerns 

Recommendation  18:  Inpatient  Hospital  Cost- 
Sharing  Requirements 

The  proportion  of  inpatient  hospital  payments 
borne  by  Medicare  beneficiaries  should  be  re- 
turned to  its  pre-PPS  level.  This  proportion  has 
inappropriately  increased  as  a  result  of  signifi- 
cant declines  in  length  of  stay  experienced  since 
the  beginning  of  PPS.  Furthermore,  the  struc- 
ture of  inpatient  hospital  cost-sharing  require- 
ments should  be  consistent  with  PPS  incentives. 
In  particular,  current  coinsurance  and  spell  of 
illness  requirements  need  to  be  reexamined. 

Recommendation  19:  Evaluating  the  Results 
of  PRO  Quality  of  Care  Review 

The  Secretary  should  promptly  initiate  a  com- 
prehensive evaluation  of  PRO  quality  of  care 
review  activities  and  findings.  The  evaluation 
should  assess  the  impact  on  quality  of  care  of 
preadmission,  admission,  transfer,  and  readmis- 
sion  review  activities.  The  PRO  findings  con- 
cerning quality  of  the  services  furnished  during 
an  admission  and  the  health  outcome  of  the 
episode  of  care  should  also  be  evaluated.  The 
Commission  is  aware  that  the  SuperPRO  is  au- 
diting and  validating  PRO  review  activities. 
This  effort,  however,  does  not  substitute  for  a 
comprehensive  evaluation  of  the  extent  to 
which  PROs  are  identifying,  assessing,  and  cor- 
recting problems  related  to  quality  of  care. 

Patient  Classification  and  Case  Mix 

Recommendation  20:  Improving  the 
Measurement  of  Hospital  Case  Mix 

The  Commission  continues  to  believe  that  the 
DRG  system  is  the  most  appropriate  measure  of 
hospital  case  mix  for  the  Medicare  PPS.  The 
Secretary,  however,  should  improve  the  meas- 
urement of  case  mix  to  better  account  for  varia- 
tion in  resource  use.  In  the  short-term,  the 
Secretary  should  adopt  refinements  to  the  DRG 
system  that  make  better  use  of  currently  avail- 
able patient  data.  In  the  long-term,  it  may  be 
necessary  to  develop  improvements  based  on  ad- 
ditional sources  of  patient  information  not  cur- 
rently available  from  the  discharge  abstract. 


Recommendation  21:  The  Use  of  Patient  Age 
in  Defining  DRGs 

DRGs  should  not  be  defined  based  on  the  cur- 
rent variable  of  age  greater  than  69  and/or 
presence  of  a  complication  or  comorbidity  (CC). 
The  Commission  believes  that  the  resource  use 
for  Medicare  patients  70  years  or  older  without 
a  CC  is  significantly  lower  than  for  cases  with 
CCs.  DRGs  should  be  defined  on  the  basis  of  the 
presence  or  absence  of  a  CC,  regardless  of  age. 
The  Secretary  should  implement  this  change  for 
DRGs  that  currently  split  on  age  and  CC,  and 
should  determine  whether  other  DRGs  should 
also  be  split  on  CC. 

Recommendation  22:  Improving  the  Use  of 
Complications  and  Comorbidities  in  Defining 
DRGs 

The  Secretary  should  revise  the  current  list  of 
complications  and  comorbidities,  and  its  use  in 
defining  DRGs,  to  ensure  more  appropriate 
grouping  of  Medicare  cases  for  payment  under 
PPS.  The  Secretary  should  evaluate  several  pos- 
sible approaches,  including  the  development  of 
Major  Diagnostic  Category  (MDO-  or  DRG-spe- 
cific  CCs  on  the  basis  of  resource  intensity,  and 
the  specification  of  levels  of  complexity  among 
the  CCs. 

Recommendation  23:  Updating  the  Surgical 
Hierarchies  and  the  List  of  Operating  Room 
Procedures 

The  Secretary  should  evaluate  the  surgical 
hierarchies  periodically.  They  should  be  updated 
to  determine  both  the  clinical  appropriateness 
and  resource  intensity  of  the  procedures  within 
each  class  and  the  relative  order  of  the  modified 
surgical  classes.  This  assessment  is  necessary  to 
ensure  that  the  hierarchies  accurately  reflect 
the  relative  resource  intensity  of  each  operating 
room  procedure.  This  update  process  should  in- 
clude clinical  input  from  a  broad  range  of  clini- 
cians, including  physicians,  operating  room 
nurses,  medical  records  experts,  and  other 
health  care  professionals. 

Recommendation  24:  Improving  Grouper 
Logic  and  ICD-9-CM  Coding 

The  Secretary  should  develop  and  implement 
changes  to  ICD-9-CM  and  the  use  of  these  codes 
by  the  DRG  Grouper.  Specifically,  the  Secretary 
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should  evaluate  how  the  Grouper  recognizes 
ICD-9-CM  guidelines  and  make  revisions  where 
necessary  to  ensure  more  accurate  DRG  assign- 
ment. More  consistent  coding  guidelines  should 
be  developed  for  the  selection  of  principal  diag- 
nosis and  sequencing  of  other  diagnoses.  Fur- 
ther, noted  deficiencies  in  the  ICD-9-CM  coding 
system  should  be  addressed  in  the  next  revision 
(ICD-10).  Finally,  the  Secretary  should  review 
all  the  codes  in  Chapter  16  of  the  coding  system 
to  establish  consistent  coding  rules  and  guide- 
lines and  help  ensure  more  appropriate  DRG 
assignment. 

DRG  Classification  and  Weighting 
Factors 

Recommendation  25:  Temporary  DRG  for  the 
Implantable  Defibrillator 

Implantable  defibrillator  cases  should  be  as- 
signed to  a  new,  temporary,  device-specific  DRG. 

Recommendation  26:  Temporary  DRG  for  the 
Cochlear  Implant 

Cochlear  implant  cases  should  be  assigned  to 
a  temporary,  device-specific  DRG. 


Recommendation  27:  Additional  Payment  for 
Magnetic  Resonance  Imaging  Scans 

For  a  three-year  period,  Medicare  should  pay 
hospitals  an  additional  amount  (called  an  add- 
on) to  reflect  operating  costs  for  each  covered 
magnetic  resonance  imaging  (MRI)  scan  per- 
formed on  an  inpatient  Medicare  beneficiary  in 
a  PPS  hospital.  The  add-on  payment  should  be 
calculated  by  the  Secretary  each  year  to  reflect 
both  changes  in  the  average  cost  of  an  effi- 
ciently produced  scan  and  the  degree  to  which 
MRI  substitutes  for  other  hospital  procedures. 

Research  on  Case-Mix  Change 

Recommendation  28:  Record  Reabstraction 
Study 

The  Secretary  should  initiate,  as  soon  as  pos- 
sible, a  study  of  case-mix  change  based  on  a 
reabstraction  of  medical  records  of  PPS  pa- 
tients. The  study  should  evaluate  DRG  assign- 
ment to  distinguish  case-mix  increases  caused 
by  changes  in  coding  practices  from  changes  in 
treatment  patterns  and  patient  mix.  The  study 
should  serve  as  the  basis  on  which  to  develop 
and  refine  alternative  ongoing  data  collection 
methods  to  monitor  case-mix  change  over  time. 
The  Commission  will  contribute  resources  to  de- 
signing, financing,  and  monitoring  this  study. 


Chapter  1 

Introduction  and 
Commission  Priorities 
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Introduction  and 
Commission  Priorities 


The  Medicare  prospective  payment  system 
(PPS)  for  payment  of  inpatient  hospital  services 
was  enacted  by  the  Social  Security  Amendments 
of  1983  (Pub.  L.  98-21).  In  the  same  legislation, 
the  Congress  created  the  Prospective  Payment 
Assessment  Commission  (ProPAC)  to  advise  the 
executive  and  legislative  branches  on  maintain- 
ing and  updating  PPS. 

This  report  to  the  Secretary  of  the  Depart- 
ment of  Health  and  Human  Services  (HHS) 
contains  the  Commission's  recommendations  for 
updating  and  modifying  Medicare's  prospective 
payment  system  for  inpatient  hospital  care. 
This  chapter  describes  the  Commission's  role 
and  responsibilities,  and  the  priorities  ProPAC 
has  established  to  govern  its  functions  and  deci- 
sion making.  It  also  summarizes  the  status  of 
previous  ProPAC  recommendations  and  the 
major  policy  changes  and  issues  in  health  care 
financing  during  the  past  year.  Chapter  2  con- 
tains the  Commission's  recommendations;  Chap- 
ter 3  describes  analyses  and  studies  ProPAC  has 
under  way  or  plans  for  the  future. 

THE  PROSPECTIVE  PAYMENT 
ASSESSMENT  COMMISSION:  ITS 
ROLE,  RESPONSIBILITIES,  AND 
PROCESSES 

The  Congress  established  ProPAC  as  a  perma- 
nent, independent  commission  with  responsibil- 
ities related  to  maintaining  and  updating  the 
new  payment  system.  In  1986,  the  Congress  ex- 
panded the  Commission  from  15  to  17  members. 
The  Commission  members  are  appointed  by  the 
director  of  the  Office  of  Technology  Assessment 
(OTA),  the  Congress  of  the  United  States.  Mem- 
bers are  selected,  as  required  by  the  law,  to 
provide  independent  expertise  in  health  care  de- 
livery, financing,  and  research.  (Biographies  of 


current  Commission  members  appear  in  this  re- 
port's appendix.) 

Commission  Role  and  Responsibilities 

The  role  of  the  Commission  is  to  function  as  a 
highly  knowledgeable,  independent  panel  that 
provides  analysis  of  and  advice  on  PPS  to  the 
executive  and  legislative  branches  of  the  Fed- 
eral government.  This  report  fulfills  the  Com- 
mission's two  primary  responsibilities  mandated 
by  Pub.  L.  98-21.  These  are  to: 

•  Recommend  annually  to  the  Secretary 
of  the  Department  of  Health  and 
Human  Services  the  appropriate  per- 
centage change  in  the  Medicare  pay- 
ments for  inpatient  hospital  care,  called 
the  "update  factor,"  which  is  applied  to 
the  previous  year's  payment  rates. 

•  Consult  with  and  recommend  to  the  Sec- 
retary of  the  Department  of  Health  and 
Human  Services  necessary  changes  in 
diagnosis-related  groups  (DRGs),  includ- 
ing advice  about  establishing  new  DRGs, 
modifying  existing  DRGs,  and  changing 
the  relative  weights  of  the  DRGs. 

Following  the  report  and  recommendations 
submitted  to  the  Secretary  for  consideration  in 
rulemaking,  each  fall  the  Commission  reports  to 
the  Congress  its  evaluations  of  adjustments 
made  by  the  Secretary.  ProPAC  also  reports  to 
the  Congress  annually  about  the  overall  effects 
of  PPS  on  American  health  care  delivery  and 
financing,  and  provides  other  reports  and  analy- 
ses to  the  Congress  as  requested. 
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Commission  Processes 

The  Commission  has  established  a  subcommit- 
tee structure  to  facilitate  its  work.  ProPAC 
holds  open  meetings  and  solicits  comment  and 
involvement  from  groups  or  people  with  infor- 
mation relevant  to  its  responsibilities.  To  en- 
hance the  Commission's  communications  with 
the  public,  all  meetings  are  announced  in  the 
Federal  Register.  ProPAC  maintains  a  mailing 
list  and  schedules  public  comment  periods  at 
each  open  Commission  and  subcommittee  meet- 
ing. Formal  notice  has  been  published  in  the 
Federal  Register  (50  Fed.  Reg.  1657  [1985])  de- 
scribing the  process  for  interested  parties  to  use 
in  submitting  information  to  the  Commission. 
The  Commission  also  has  adopted  a  general 
policy  statement.  This  statement,  along  with  in- 
formation about  the  subcommittee  structure 
and  Commission  meeting  dates,  appears  in  this 
report's  appendix. 

The  Commission  requested  and  received, 
through  the  congressional  appropriations  proc- 
ess, a  budget  of  $3.3  million  to  carry  out  its 
work  in  fiscal  year  1986;  a  slight  increase  to 
approximately  $3.4  million  was  approved  for 
fiscal  year  1987.  These  funds  support  the  admin- 
istrative, research,  and  analytic  work  of  the 
Commission  and  an  executive  director  and  staff 
of  no  more  than  25. 

This  report  does  not  explain  the  background 
or  operation  of  the  prospective  payment  system. 
Rather,  the  Commission  assumes  that  the 
reader  has  a  general  understanding  of  PPS. 
Historical  perspectives  on  PPS  and  a  full  de- 
scription of  the  system  are  found  in  previous 
Commission  reports. 

PRIORITIES  AND  CONCERNS  OF 
THE  PROSPECTIVE  PAYMENT 
ASSESSMENT  COMMISSION 

In  its  previous  reports,  the  Commission  set 
forth  a  list  of  cross-cutting  priorities  to  guide  all 
its  analysis  and  decision  making.  These  prior- 
ities continue  to  serve  as  the  underlying  basis  of 
ProPAC's  work. 

Maintaining  Access  to  High-Quality  Health 
Care — The  Commission's  first  priority  is  main- 
taining access  to  high-quality  health  care.  With 


its  altered  financial  incentives  for  hospitals, 
PPS  has  created  the  challenge  of  maintaining 
quality  health  care  while  restraining  health 
care  costs.  Hospitals  that  are  paid  a  fixed 
amount  per  type  of  case  by  Medicare  and  other 
payers  can  no  longer  be  indifferent  to  the  re- 
sources expended  for  patient  care.  PPS 
encourages  a  reduction  of  hospital  inputs — tests, 
special  procedures,  supplies,  equipment,  person- 
nel time,  and  hospital  days — because  hospitals 
can  lower  their  costs  only  by  controlling  re- 
sources devoted  to  inpatient  stays.  Clearly,  as 
the  increase  in  hospital  spending  is  slowed  and 
cost  savings  are  realized,  the  need  to  develop 
methods  to  detect  adverse  effects  on  quality  and 
access  is  intensified. 

The  Commission  has  persisted  in  its  examina- 
tion of  issues  related  to  quality  of  care  and 
plans  to  continue  this  work  in  the  future.  The 
DRG  classifications  and  weights  must  be  modi- 
fied appropriately  to  reflect  changes  in  medical 
practice.  Similarly,  the  update  factor  must  be 
adequate  to  enable  hospitals  to  expend  the  re- 
sources required  to  maintain  the  appropriate 
amount  and  type  of  care. 

Encouraging  Hospital  Productivity  and 
Long-Term  Cost-Effectiveness — The  Commis- 
sion's concern  for  maintaining  quality  under 
PPS  is  accompanied  by  a  second  priority  of  pro- 
moting productivity  and  long-term  cost-effective- 
ness in  the  health  care  system.  PPS  uses  the 
diagnosis-related  groups  to  classify  patients  and 
define  the  hospital  product.  Hospital  care  is 
only  one  of  many  "products"  that  contribute  to 
improvement  in  health  status.  Other  modes  of 
care  outside  of  the  hospital  also  contribute  to 
improved  health.  Thus,  the  Commission  will 
look  beyond  the  hospital  setting  to  assess  and 
measure  productivity  in  the  context  of  PPS. 

PPS  provides  incentives  for  improving  produc- 
tivity and  cost-effectiveness  of  services.  It  also 
creates  incentives  to  move  services  to  other  set- 
tings. If  these  services  can  be  provided  at  lower 
cost  and  equal  quality  in  other  settings,  such  a 
move  should  be  encouraged.  The  Commission  is 
also  concerned  that  the  emphasis  on  reducing 
costs  may  deter  the  adoption  of  new  services 
which  may  initially  increase  costs,  even  though 
in  the  long-run  they  may  improve  patient  care, 
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productivity,  and/or  cost-effectiveness.  The 
Commission's  work  will  continue  to  carefully 
assess  this  potential  problem. 

Facilitating  Innovation  and  Appropriate 
Technological  Change — The  Commission  be- 
lieves the  Medicare  prospective  payment  system 
should  have  an  unbiased  effect  on  technological 
advancement.  Consequently,  a  third  priority  of 
the  Commission  is  facilitating  innovation  and 
appropriate  technological  change. 

PPS  payment  levels  should  be  neutral  con- 
cerning the  development,  diffusion,  or  adoption 
of  new  technologies  and  practices.  In  reviewing 
the  potential  effects  of  PPS  on  the  adoption  of 
new  technologies  and  practices,  the  Commission 
must  consider  whether  payment  policies  and 
amounts  are  sufficient  to  enable  hospitals  to 
adopt  them.  One  approach  the  Commission  has 
chosen  to  ensure  appropriate  technological  inno- 
vation and  change  under  PPS  is  to  adjust  the 
current  DRG  classifications  and  weights  to  re- 
flect changes  in  technology  and  practice  pat- 
terns. In  addition,  the  Commission  will  continue 
to  consider  scientific  and  technological  advances 
explicitly,  as  part  of  its  recommendations  relat- 
ed to  the  update  factor. 

Maintaining  Stability  for  Providers,  Consum- 
ers, and  Other  Payers — A  fourth  priority  of  the 
Commission  is  the  maintenance  of  a  stable  envi- 
ronment for  providers,  consumers,  and  other 
payers.  The  Commission  believes  that  in  an  at- 
mosphere where  health  care  delivery  and  fi- 
nancing are  changing  rapidly,  its  recommenda- 
tions should  provide  as  much  predictability  and 
stability  as  possible.  During  its  deliberations, 
the  Commission  has  identified  many  problems, 
which  are  described  throughout  this  report.  Eq- 
uitable and  workable  solutions  are  much  more 
difficult  to  develop.  The  Commission  has  made 
only  those  recommendations  it  considers  most 
important  and  amenable  to  well-informed  deci- 
sion making. 

Decision  Making  Based  on  Reliable,  Timely 
Data  and  Information — The  Commission's  final 
priority  is  to  base  its  decisions  on  reliable, 
timely  data  and  information.  The  Commission's 
major  contribution  to  the  maintenance  and  evo- 
lution of  PPS  is  the  development  of  recommen- 


dations grounded  in  quantitative  data  and  ana- 
lytic reasoning,  tempered  by  judgment  and  ex- 
perience. The  use  of  accurate,  timely  data,  ana- 
lyzed and  presented  without  bias  as  a  basis  for 
decision  making,  is  a  critical  priority  of  the 
Commission  and  its  staff.  The  Commission  will 
continue  to  inform  itself  with  the  best  and  most 
timely  information  available  before  making  rec- 
ommendations. 

STATUS  OF  PREVIOUS  PROPAC 
RECOMMENDATIONS 

As  PPS  has  evolved  over  the  past  three  years, 
ProPAC  has  examined  a  number  of  important 
policy  issues.  The  Commission  has  brought  to 
the  attention  of  the  Secretary  and  the  Congress 
problems  that  it  believes  could  compromise  the 
effective  delivery  of  high-quality  hospital  care  to 
Medicare  beneficiaries.  In  some  cases,  the  Secre- 
tary has  made  important  adjustments  to  PPS. 
In  others,  the  Congress  has  legislated  necessary 
changes.  ProPAC  believes  still  other  adjust- 
ments will  be  needed  to  ensure  that  PPS  is 
responsive  to  constantly  changing  medical  prac- 
tice. 

Adjustments  to  PPS  fall  into  two  broad  cate- 
gories. The  first  concerns  the  annual  change  in 
total  payments  to  hospitals,  the  update  factor. 
The  second  focuses  on  the  distribution  of  pay- 
ments across  diagnostic  categories  and  among 
hospitals. 

In  1985  and  1986,  Congress  considered  the 
level  of  the  update  factor  proposed  by  the  Secre- 
tary as  well  as  that  recommended  by  ProPAC. 
In  both  years,  Congress  legislated  an  update 
factor  amount  which  was  higher  than  that  rec- 
ommended by  the  Secretary  and  lower  than 
ProPAC's  recommendation.  Furthermore,  in 
both  years  the  Commission  made  recommenda- 
tions related  to  the  distributional  impacts  of 
PPS.  It  proposed  an  adjustment  for  dispropor- 
tionate share  hospitals,  which  has  been  enacted 
by  the  Congress  and  implemented. 

The  Commission  also  expressed  concern  that 
the  movement  to  full  Federal  rates  might  have 
unforeseen  distributional  impacts,  and  recom- 
mended a  pause  in  the  transition  to  these  rates. 
This   pause   was   also   enacted,   slowing  the 
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movement  to  Federal  rates  to  allow  additional 
time  for  analysis  and  preparation  for  this  major 
change  in  payments. 

The  Commission  has  indicated  that  part  of 
the  increase  in  beneficiary  cost  sharing  is  inap- 
propriate. Pro P AC  recommended  that  the  Secre- 
tary seek  legislative  changes  in  the  formula 
used  to  compute  the  inpatient  hospital  deduct- 
ible. The  Congress  has  enacted  a  new,  more  eq- 
uitable formula  for  calculating  the  deductible. 

In  some  cases,  ProPAC's  recommendations 
have  been  implemented  later  than  contem- 
plated by  the  Commission.  Particularly  notewor- 
thy is  the  recommendation  to  recalibrate  the 
DRG  weights  annually.  This  will  be  done,  but 
not  until  fiscal  year  1988.  A  number  of  technical 
but  important  improvements  in  the  hospital 
market  basket  also  fall  into  this  category. 

Finally,  the  Commission  has  made  recommen- 
dations addressing  problems  related  to  new 
technologies,  changing  practice  patterns,  and 
other  coding  and  case-mix  measurement  prob- 
lems. In  formulating  these  recommendations, 
ProPAC  carefully  reviewed  all  relevant  data 
and  sought  the  advice  of  acknowledged  experts 
throughout  the  country.  While  many  of  these 
recommendations  have  not  been  implemented, 
the  Commission  believes  such  changes  are  nec- 
essary to  keep  PPS  consistent  with  changes  in 
hospital  service  patterns. 

CHANGES  IN  HEALTH  FINANCING 
AND  PUBLIC  POLICY  SINCE 
APRIL  1986 

The  past  year  has  seen  the  passage  of  two 
reconciliation  acts  by  Congress:  the  Consoli- 
dated Omnibus  Reconciliation  Act  of  1985 
(COBRA)  and  the  Omnibus  Reconciliation  Act  of 


1986  (OBRA  1986).  Many  of  the  legislative 
changes  mentioned  above  were  enacted  in  these 
two  laws. 

While  there  was  no  change  in  capital  pay- 
ment policy  during  1986,  Congress  expressed  its 
intent  to  reconsider  the  issue  of  payment  for 
capital-related  costs  to  hospitals  under  PPS  in 
the  100th  Congress.  In  OBRA  1986,  however, 
Congress  reduced  the  amounts  of  capital-related 
payments  to  PPS  hospitals  by  3.5  percent  for 
portions  of  cost  reporting  periods  in  fiscal  year 
1987,  7  percent  for  fiscal  year  1988,  and  10  per- 
cent for  fiscal  year  1989.  Congress  also  stated 
that  if  it  did  not  legislate  changes  in  capital 
payment  policy,  the  Secretary  would  be  permit- 
ted to  include  capital  in  PPS  beginning  in  fiscal 
year  1988.  Consequently,  in  its  fiscal  year  1988 
budget,  the  administration  proposed  to  gradu- 
ally incorporate  Medicare  payment  of  hospital 
capital  costs  into  PPS  at  the  level  envisioned  by 
Congress  in  OBRA  1986.  The  proposal  included 
a  ten-year  transition  for  fixed  plant  and  a  three- 
year  transition  for  moveable  equipment. 

Other  policy  issues  that  emerged  during  this 
time  are  of  equal  importance  and  concern.  Over- 
all deficit  reduction  continued  to  be  high  on 
congressional  agendas.  The  proposed  expansion 
of  the  Medicare  program  to  cover  catastrophic 
illnesses  will  also  occupy  a  great  deal  of  time  in 
Federal  health  policy  debates  during  the  coming 
year.  It  is  expected  that  Congress  will  examine 
a  number  of  proposals  related  to  catastrophic 
coverage  policy.  ProPAC  is  interested  in  the  de- 
cisions concerning  Medicare  coverage  of 
catastrophic  illness  as  they  relate  to  the  Com- 
mission's mandate  and  responsibilities.  Conse- 
quently, ProPAC  will  monitor  congressional 
hearings  and  actions  on  this  and  other  proposed 
changes  in  health  financing. 
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The  Commission's  recommendations  for  fiscal 
year  1988  are  the  result  of  an  ongoing  process  of 
agenda  setting,  information  collection,  analysis, 
and  deliberation.  ProPAC  selects  issues  for  con- 
sideration to  conform  with  its  statutory  mission 
and  to  contribute  to  an  open  policy  debate  on 
matters  of  substantial  importance  to  benefici- 
aries, hospitals,  and  the  Medicare  program. 

The  recommendations  reflect  the  collective 
judgment  of  the  17  Commissioners.  In  certain 
cases,  however,  individual  Commissioners  did 
not  agree  with  the  majority  opinion. 

Some  recommendations,  such  as  those 
pertaining  to  the  annual  update  of  payment 
rates,  will  be  repeated  in  similar  format  every 
year.  In  other  instances,  the  Commission  has 
reconsidered  and  amplified  or  modified  past  rec- 
ommendations on  the  basis  of  new  evidence.  In 
addition,  certain  issues  were  examined  for 
which  no  recommendations  were  developed.  Be- 
cause these  issues  receive  little  or  no  attention 
elsewhere  in  the  report,  they  are  briefly  dis- 
cussed later  in  this  chapter. 

Concern  for  reducing  the  Federal  deficit  and 
attaining  a  balanced  budget  continued  to  domi- 
nate public  policy  debates  while  these  recom- 
mendations were  being  developed.  It  is  the  role 
of  Congress  rather  than  the  Commission,  how- 
ever, to  determine  the  extent  to  which  Medicare 
payments  should  be  influenced  by  budgetary 
objectives.  While  ProPAC  did  not  explicitly  take 
budgetary  concerns  into  account,  the  recommen- 
dations were  developed  in  recognition  of  a 
constrained  fiscal  environment.  Furthermore, 
the  Commission  believes  that  budgetary  pres- 
sures intensify  the  need  to  address  distribu- 
tional and  technical  payment  issues  that  may 
bear  on  the  quality  of  care  furnished  to  Medi- 
care beneficiaries. 


The  following  discussion  presents  an  overview 
of  the  Commission's  28  recommendations  for 
fiscal  year  1988.  The  full  text  and  discussion  of 
each  recommendation  follow  the  overview. 
Background  information,  statistical  analyses, 
and  alternative  options  are  in  the  Technical  Ap- 
pendixes. The  issue  areas  addressed  by  the  Com- 
mission this  year  are: 

•  Updating  PPS  payments, 

•  Capital, 

•  Adjustments  to  the  PPS  payment  for- 
mula, 

•  Beneficiary  concerns, 

•  Patient  classification  and  case  mix, 

•  DRG  classification  and  weighting  fac- 
tors, and 

•  Research  on  measuring  case-mix  change. 

OVERVIEW  OF  THE 
COMMISSION'S 

RECOMMENDATIONS  FOR  FISCAL 
YEAR  1988 

Updating  PPS  Payments 

In  making  recommendations  on  the  update 
factor,  the  Commission  is  required  by  the  PPS 
statute  to: 

.  .  .  take  into  account  changes  in  the  hospi- 
tal market  basket  .  .  .,  hospital  productivity, 
technological  and  scientific  advances,  the 
quality  of  care  provided  in  hospitals  (includ- 
ing the  quality  and  skill  level  of  profes- 
sional nursing  required  to  maintain  quality 
care),  and  long-term  cost-effectiveness  in 
the  provision  of  inpatient  services. 
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The  Commission  must  report  its  recommenda- 
tions on  the  update  factor  to  the  Secretary  of 
Health  and  Human  Services  no  later  than  April 
1  of  each  year  (March  1  beginning  in  1988),  and 

.  .  .  taking  into  consideration  the  recom- 
mendations of  the  Commission,  the  Secre- 
tary shall  determine  .  .  .  the  percentage 
change  .  .  .  which  will  take  into  account 
amounts  necessary  for  the  efficient  and  ef- 
fective delivery  of  medically  appropriate 
and  necessary  care  of  high  quality. 

Recommendation  1  reflects  the  Commission's 
overall  judgment  of  the  appropriate  change  in 
the  level  of  PPS  prices  for  fiscal  year  1988  on 
the  basis  of  currently  available  data.  The  Com- 
mission recommends  an  increase  in  PPS  prices 
of  2.2  percent  for  urban  hospitals  and  3.0  per- 
cent for  rural  hospitals.  Several  of  the  compo- 
nents of  the  update  factor  may  change  as  a 
result  of  receiving  new  data  before  publication 
of  the  final  rules  for  fiscal  year  1988.  The  Com- 
mission will  publicize  revisions  to  its  recommen- 
dation on  the  update  factor,  if  any,  during  the 
rulemaking  process. 

Recommendation  2  is  a  new  update  factor 
component  this  year.  It  calls  for  an  average  re- 
duction in  the  standardized  amounts  of  5.4  per- 
cent, to  be  phased  in  over  a  three-year  period. 
In  fiscal  year  1988,  this  would  represent  an  ad- 
justment to  the  standardized  amounts  of  -1.9 
percent  for  urban  hospitals  and  -1.1  percent  for 
rural  hospitals.  These  adjustments  are  based  on 
an  examination  of  first-year  PPS  cost  data, 
which  showed  that  actual  costs  were  substan- 
tially below  the  projected  costs  on  which  first- 
year  payments  were  based.  The  Commission's 
recommendation  allows  hospitals  to  retain,  in 
the  payment  base,  part  of  the  savings  associated 
with  efficiency  gains  under  PPS.  It  also  recog- 
nizes that  some  of  these  savings  have  been 
recouped  by  the  Medicare  program  through  rel- 
atively low  updates  since  the  first  year  of  PPS. 

Recommendations  3  and  4  cover  the  discre- 
tionary adjustment  factor.  Recommendation  3 
consists  of  a  combined  allowance  for  scientific 
and  technological  advancement  and  productivity 
goals,  and  for  changes  in  the  site  of  services 
delivered  to  Medicare  hospital  inpatients.  Rec- 
ommendation 4  is  an  allowance  for  changes  in 


patient  mix  and  complexity  that  are  not  other- 
wise provided  for  in  the  PPS  payment  structure. 
It  also  includes  a  recommended  adjustment  to 
offset  expected  change  in  DRG  weights. 

Recommendation  5  satisfies  the  Commission's 
statutory  obligation  to  recommend  an  update 
factor  for  hospitals  and  distinct-part  units  of 
hospitals  excluded  from  PPS.  Because  these  hos- 
pitals and  units  are  not  subject  to  as  wide  a 
range  of  behavioral  incentives  as  PPS  hospitals, 
the  Commission's  recommendation  has  fewer 
components  than  for  PPS  hospitals. 

Recommendation  6  underscores  the  Commis- 
sion's conviction  that  Medicare  Cost  Report  data 
should  continue  to  be  available  for  the  update 
recommendation  and  other  purposes.  A  sam- 
pling strategy  should  be  used  to  make  these 
data  available  on  a  more  timely  basis. 

Capital 

When  the  Commission  adopted  the  capital 
payment  recommendations  presented  in  the 
April  1986  report,  it  thought  that  a  new  PPS 
capital  payment  policy  would  be  initiated  in 
fiscal  year  1987.  The  Congress,  however,  decided 
to  defer  implementation  of  capital  payment 
under  PPS  until  fiscal  year  1988  at  the  earliest. 
In  light  of  this  postponement,  the  Commission 
decided  to  continue  to  examine  the  capital  pay- 
ment issue  during  the  past  year.  The  results  of 
the  Commission's  deliberations  are  presented  in 
Recommendations  7  through  11. 

The  Commission  believes  that  the  recommen- 
dations it  advanced  last  year,  with  some  modifi- 
cations, represent  a  desirable  approach  toward 
bringing  capital  payment  under  PPS.  In  particu- 
lar, the  Commission  believes  that  the  payment 
system  should  ultimately  be  based  on  a  single, 
all-inclusive  PPS  rate.  The  Commission  consid- 
ered but  rejected  the  option  of  replacing  its  ap- 
proach with  an  alternative  based  on 
grandfathering  payments  for  capital  costs  obli- 
gated before  a  certain  date. 

ProPAC's  capital  recommendations  this  year 
modify  and  expand  those  made  last  year.  The 
most  significant  change  is  the  replacement  of 
formerly     recommended     levels     of  capital 
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payment  with  spending  levels  that  are  consist- 
ent with  those  specified  in  OBRA  1986.  While 
the  Commission  will  continue  to  analyze  techni- 
cal issues  related  to  capital  payment,  it  remains 
convinced  that  the  transition  to  incorporating 
capital  payment  in  PPS  should  be  initiated  as 
soon  as  possible. 

Adjustments  to  the  PPS  Payment 
Formula 

The  Commission  continues  to  be  concerned 
with  achieving  technical  improvements  in  the 
way  PPS  payments  are  calculated.  Such  im- 
provements will  result  in  a  more  equitable  dis- 
tribution of  payments  among  hospitals  and  a 
lower  risk  of  access  and  quality  problems  for 
beneficiaries.  Recommendations  12  through  17 
address  several  potential  adjustments  to  the 
methods  of  calculating  PPS  payments. 

In  its  1985  and  1986  April  reports,  the  Com- 
mission recommended  improving  the  way  that 
hospital  labor  market  areas  are  defined  under 
PPS.  These  definitions  substantially  affect  the 
distribution  of  hospital  payments  because  they 
are  used  for  application  of  the  area  wage  index 
adjustment  to  PPS  prices  for  every  hospital.  In 
Recommendations  12  and  13,  the  Commission 
provides  specific  advice  on  how  improvements 
in  this  area  should  be  accomplished. 

Based  on  its  analysis,  the  Commission  recom- 
mends a  specific  methodology  for  recognizing 
wage  variation  between  central  city  and  outly- 
ing metropolitan  areas  and  between  urbanized 
and  nonurbanized  rural  counties  within  each 
state.  In  addition,  ProPAC  recommends  periodic 
updating  of  hospital  wage  data  so  that  the  area 
wage  index  will  be  based  on  reasonably  current 
information. 

The  Commission  also  amplifies  its  prior  con- 
cerns about  the  treatment  of  rural  hospitals 
under  PPS  in  Recommendations  14  through  16. 
Despite  some  technical  improvements  in  pay- 
ment calculations  benefiting  rural  hospitals,  the 
Commission  continues  to  be  concerned  about 
the  welfare  of  beneficiaries  who  rely  on  isolated 
rural  hospitals  for  Medicare  services. 

The  Commission  recommends  specific  modifi- 
cations to  the  way  in  which  adjustments  for 


volume  fluctuations  are  currently  paid  to  some 
rural  hospitals  under  PPS.  The  Commission  be- 
lieves that  such  adjustments  should  be  made 
available  to  all  hospitals  that  meet  the  criteria 
for  designation  as  a  Sole  Community  Hospital 
(SCH),  not  just  to  hospitals  that  apply  for  and 
receive  this  designation.  The  Commission  fur- 
ther believes  that  the  process  for  obtaining  a 
volume  adjustment  should  be  clarified  and  sim- 
plified. The  combined  effect  of  these  recommen- 
dations would  be  greater  protection  of  isolated 
rural  hospitals  against  losses  associated  with 
wide  fluctuations  in  patient  census. 

More  generally,  the  Commission  believes  that 
basic  payment  issues  related  to  the  impact  of 
PPS  on  rural  hospitals  ought  to  be  evaluated.  It 
urges  the  Secretary  to  complete  and  publicize 
findings  from  studies  on  this  subject.  Availabil- 
ity of  more  complete  information  on  rural 
hospital  experience  under  PPS  will  enable  the 
Secretary,  ProPAC,  and  the  Congress  to  devise 
alternative  strategies  to  resolve  any  remaining 
problems. 

Finally,  in  Recommendation  17,  the  Commis- 
sion states  its  belief  that  current  outlier  pay- 
ment policy  ought  to  be  evaluated  and  refined. 
The  Commission  intends  to  continue  work  in 
this  area  to  complement  studies  under  way  in 
the  Health  Care  Financing  Administration 
(HCFA)  and  other  agencies.  These  studies  are 
designed  to  achieve  a  more  equitable  method  of 
tempering  the  financial  risk  associated  with 
caring  for  extremely  costly  cases. 

Beneficiary  Concerns 

Concern  for  beneficiary  welfare  enters  into 
virtually  all  the  Commission's  deliberations  and 
resultant  recommendations.  In  addition,  many 
of  the  Commission's  resources  are  expended  on 
assessing  the  consequences  of  PPS  for  benefici- 
aries, such  as  researching  the  effects  of  PPS  on 
quality  of  care.  In  Recommendations  18  and  19, 
the  Commission  addresses  two  specific  issues, 
one  financial  and  one  related  to  quality,  where 
improvements  in  beneficiary  welfare  under  PPS 
may  be  accomplished. 

In  Recommendation  18,  the  Commission  ex- 
presses its  belief  that  the  proportion  of  inpa- 
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tient  hospital  payments  borne  by  Medicare 
beneficiaries,  which  has  risen  due  to  declining 
length  of  stay  under  PPS,  should  be  returned  to 
its  pre-PPS  level.  The  Commission  is  aware  that 
reconsideration  of  the  Medicare  cost-sharing  re- 
quirements is  under  way.  It  believes  that 
changes  in  these  requirements  should  make 
them  more  consistent  with  PPS  incentives. 

The  Commission  has  commented  in  past 
reports  on  the  activities  of  Peer  Review  Organi- 
zations (PROs)  as  they  affect  Medicare  benefici- 
aries. In  Recommendation  19,  the  Commission 
urges  the  Secretary  to  initiate  a  comprehensive 
evaluation  of  PRO  quality  of  care  review  activi- 
ties. Information  obtained  from  such  an  evalua- 
tion would  be  extremely  helpful  in  assessing  the 
quality  of  care  Medicare  beneficiaries  receive 
under  PPS  and  in  identifying  potential  problem 
areas  for  further  investigation. 

Patient  Classification  and  Case  Mix 

The  Commission  continues  to  believe  that  the 
existing  DRG  system  is  the  most  appropriate  of 
the  available  measures  of  hospital  case  mix  for 
PPS.  In  Recommendation  20,  however,  ProPAC 
concludes  that  available  data  can  be  used  to 
refine  the  DRG  system.  It  makes  specific  sugges- 
tions in  Recommendations  21  through  24.  In  ad- 
dition, ProPAC  believes  that  it  may  be  desirable 
to  develop  longer-term  improvements  in  case- 
mix  measurement  based  on  new  data  that  are 
not  currently  available  from  the  discharge  ab- 
stract. 

The  Commission  recommends  eliminating  age 
as  a  determinant  of  DRG  assignment,  revising 
the  list  of  complications  and  comorbidities  (CCs) 
used  in  DRG  assignment,  and  periodically  up- 
dating the  surgical  hierarchies  used  to  assign 
DRGs  in  cases  that  involve  multiple  procedures. 
Individually  and  collectively,  these  modifica- 
tions would  result  in  more  homogeneous  DRGs 
and  a  better  system  of  case-mix  measurement 
based  on  existing  data. 

In  Recommendation  24,  ProPAC  stresses 
again  the  necessity  and  feasibility  of  improving 
the  International  Classification  of  Diseases 
(ICD-9-CM)  coding  system  and  its  use  in  DRG 
assignment.  In  particular,  the  Commission 
makes  specific  suggestions  for  improvements  in 


the  DRG  Grouper  computer  software  that 
groups  cases  into  DRGs.  Recommendations 
made  last  year  in  this  area  remain  in  effect. 

DRG  Classification  and  Weighting 
Factors 

The  PPS  statute  requires  the  Commission  to: 

.  .  .  consult  with  and  make  recommenda- 
tions to  the  Secretary  with  respect  to  the 
need  for  adjustments  [in  classification  and 
weighting  factors]  .  .  .  based  on  its  evalua- 
tion of  scientific  evidence  with  respect  to 
new  practices,  including  the  use  of  new 
technologies  and  treatment  modalities. 

These  adjustments  refer  to  the  system  for: 

.  .  .  classification  of  inpatient  hospital  dis- 
charges by  diagnosis-related  groups  and  a 
methodology  for  classifying  specific  hospital 
discharges  within  these  groups. 

They  also  relate  to  the  assignment  of: 

...  an  appropriate  weighting  factor  [to  each 
diagnosis-related  group]  which  reflects  the 
relative  hospital  resources  used  with  re- 
spect to  discharges  classified  within  that 
group  compared  to  discharges  classified 
within  other  groups. 

Recommendations  25  through  27  provide  pay- 
ment guidelines  for  three  relatively  new  hospi- 
tal technologies:  implantable  defibrillators, 
cochlear  implants,  and  magnetic  resonance  im- 
aging (MRI)  scans.  Implementing  these  recom- 
mendations will  help  ensure  that  PPS  does  not 
inappropriately  impede  the  development  and 
availability  of  quality-enhancing  new  technol- 
ogies to  Medicare  beneficiaries. 

Research  on  Measuring  Case-Mix 
Change 

The  Commission  continues  to  believe  that  de- 
cisions about  updating  and  modifying  PPS  pay- 
ments to  hospitals  ought  to  be  based,  to  the 
extent  possible,  on  comprehensive  data  and 
analysis.  Many  of  the  recommendations  de- 
scribed above,  such  as  sampling  Medicare  Cost 
Reports  to  obtain  more  current  PPS  cost  data, 
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include  suggestions  for  accomplishing  this  gen- 
eral objective. 

Recommendation  28  addresses  the  need  to 
develop  more  complete  data  and  methods  for 
assessing  case-mix  change  over  time.  Distin- 
guishing real  case-mix  change  from  coding 
change  has  been  problematic  for  both  ProPAC 
and  HCFA  in  developing  their  update  factor 
computations.  The  lack  of  thorough  information 
has  also  been  a  source  of  dispute  between  the 
government  and  hospitals  whose  payments  are 
affected  by  determinations  in  this  area.  Accord- 
ingly, ProPAC  and  HCFA  have  initiated  plans 
to  ameliorate  this  problem  through  research 
based  on  a  reabstraction  of  medical  records.  The 
Commission  hopes  that  over  time  many  such 
collaborative  arrangements  between  ProPAC 
and  HCFA  will  be  developed. 

ISSUES  ADDRESSED  THAT  DID 
NOT  RESULT  IN 
RECOMMENDATIONS 

The  Commission  addressed  several  issues  that 
did  not  lead  to  recommendations.  These  were 
related  to  recalibration,  pacemakers,  penile 
prostheses,  adjusting  the  standardized  amounts 
for  costly  devices,  and  coding  practices. 

Recalibration 

In  its  April  1986  report,  the  Commission  rec- 
ommended recalibration  of  the  DRG  weights  on 
an  annual  basis.  Because  annual  recalibration  is 
now  required  under  OBRA  1986,  the  Commis- 
sion decided  it  was  unnecessary  to  repeat  its 
recommendation.  It  may,  however,  choose  to 
comment  on  the  manner  in  which  the  DRG 
weights  are  recalibrated.  In  particular,  the  Com- 
mission will  continue  its  analysis  of  whether 
recalibration  is  most  appropriately  carried  out 
using  charge  data  alone,  or  charge  data  adjusted 
for  costs.  Results  of  the  analysis  will  be  used  to 
evaluate  the  data  and  methods  HCFA  employs 
to  recalibrate  the  DRG  weights. 

Pacemakers  and  Penile  Prostheses 

In  its  April  1986  report,  the  Commission 
recommended  that  the  DRGs  involving  implan- 
tation of  cardiac  pacemakers  should  each  be  di- 
vided into  two  DRGs:  one  for  cases  involving 
single-chamber  pacemakers,  and  one  for  cases 


involving  dual-chamber  or  functionally  similar 
pacemakers.  The  Commission  continues  to  be 
concerned  that  the  current  financial  incentive 
to  implant  the  least  costly  pacemaker  device 
could  have  an  adverse  impact  on  quality  of  care. 
To  date,  however,  there  is  no  evidence  that  this 
has  occurred.  In  addition,  further  analysis  of 
costs  and  charges  for  the  pacemaker  DRGs  has 
led  the  Commission  to  conclude  that  creating 
two  sets  of  DRGs  would  only  partially  address 
the  problem.  Consequently,  the  Commission  did 
not  repeat  the  recommendation  this  year. 

The  Commission  understands  that  the  results 
of  a  HCFA  analysis  of  pacemaker  registry  data 
will  soon  be  completed,  and  that  the  ICD-9-CM 
Coordination  and  Maintenance  Committee  is  de- 
veloping new  pacemaker  procedure  codes.  The 
Commission  will  continue  to  study  the  pace- 
maker DRGs  using  this  new  information. 

The  Commission  also  recommended  removing 
cases  that  involve  implantation  of  penile  pros- 
theses from  DRG  341  and  reassigning  them  to  a 
unique  DRG.  Based  on  additional  analysis  of 
device  costs  and  charges  within  DRG  341,  the 
Commission  is  no  longer  convinced  that  creating 
a  new  DRG  for  penile  implants  is  necessary. 

ProPAC  continues  to  be  concerned  that  pay- 
ment considerations  do  not  lead  hospitals  to 
deny  patients  access  to  new  technologies  like 
advanced  cardiac  pacemakers  and  penile  pros- 
theses. The  Commission  will  therefore  continue 
to  monitor  the  use  of  these  technologies  and  to 
examine  alternative  DRG  classifications  for 
them. 

Adjustment  of  the  Labor  and 
Nonlabor  Portions  of  the 
Standardized  Amounts 

In  its  April  1986  report,  the  Commission  rec- 
ommended adjusting  the  portions  of  the  stand- 
ardized amounts  attributed  to  labor  and 
nonlabor  costs  for  certain  DRGs  that  frequently 
involve  the  use  of  expensive  devices.  This  rec- 
ommendation was  based  on  ProPAC  analysis 
showing  that  hospitals  in  high-wage  areas  re- 
ceive higher  payment  relative  to  costs  for  these 
DRGs  compared  with  hospitals  in  low-wage 
areas. 
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The  financial  impact  of  adjusting  the  stand- 
ardized amounts  to  account  for  the  variation  in 
labor  portions  across  DRGs  is  uncertain.  In  light 
of  this,  the  Commission  decided  not  to  repeat 
the  recommendation  this  year.  The  Commission 
does  believe,  however,  that  this  issue  deserves 
further  attention.  ProPAC  will  continue  to  mon- 
itor how  the  area  wage  index  and  portions  of 
the  standardized  amounts  attributed  to  labor 
and  nonlabor  costs  may  affect  the  distribution 
of  PPS  payments. 

Coding 

In  1986,  the  Commission  made  several  recom- 
mendations concerning  the  use  of  ICD-9-CM 
coding.  ProPAC  remains  convinced  that  the 
coding  system  must  be  as  accurate  and  up-to- 
date  as  possible.  It  also  believes  that  coding  de- 
cisions made  for  payment  purposes  should 
adhere  to  recognized  coding  rules  and  guide- 
lines. The  Commission  previously  identified  a 
number  of  deficiencies  in  the  process  governing 
coding  decisions  and  suggested  specific  actions 
to  be  taken  by  the  Secretary.  While  there  has 
been  some  progress,  many  of  these  deficiencies 
are  still  unresolved.  Therefore,  the  Commission 
stands  by  its  previous  recommendations  regard- 
ing ICD-9-CM  and  urges  the  Secretary  to  recon- 
sider those  that  have  not  yet  been  implemented. 

RECOMMENDATIONS  FOR  FISCAL 
YEAR  1988 

The  Update  Factor 

Recommendation  1:  Amount  of  the  Update 
Factor  for  PPS  Hospitals 

For  fiscal  year  1988,  the  standardized 
amounts  should  be  updated  by  the  follow- 
ing factors. 

•  An  average  1.8  percent  reduction  to  re- 
flect first-year  PPS  cost  information. 
This  reduction  entails  separate  adjust- 
ments for  urban  and  rural  hospitals  of 
-1.9  and  -1.1  percent,  respectively; 

•  The  projected  increase  in  the  hospital 
market  basket  (currently  estimated  at 
4.9  percent); 


•  A  discretionary  adjustment  factor  of  0.5 
percentage  points  composed  of  two 
allowances: 

— A  -0.8  percent  allowance  for  scientific 
and  technological  advancement,  pro- 
ductivity change,  and  site-of-care 
substitution;  and 

— A  positive  allowance  for  real  case- 
mix  change  (currently  estimated  at 
1.3  percent). 

In  addition,  the  DRG  weights  should  be 
adjusted  to  remove  any  increase  in  the 
average  DRG  weight  occurring  during 
fiscal  year  1987. 

This  recommendation  reflects  the  Commis- 
sion's judgment  about  the  appropriate  in- 
crease in  the  level  of  PPS  prices  for  fiscal 
year  1988.  It  assumes  that  the  Commis- 
sion's other  concerns  regarding  the 
payment  formula  and  the  DRG  weighting 
factors  are  also  addressed  in  the  fiscal 
year  1988  payment  rates.  Further,  the  rec- 
ommendation is  based  on  the  premise  that 
no  net  reductions  or  increases  in  average 
per-case  payments  to  hospitals  will  be  ef- 
fected through  measures  other  than  the 
update  factor. 

The  Commission's  recommendation  would 
result  in  an  estimated  2.3  percent  increase  in 
the  average  level  of  PPS  prices  for  fiscal  year 
1988.  This  represents  an  estimated  increase  of 
2.2  percent  for  urban  hospitals  and  3.0  percent 
for  rural  hospitals.  The  recommendation  in- 
cludes a  separate  adjustment  for  urban  and 
rural  hospitals  to  account  for  different  cost  ex- 
periences reflected  by  the  first-year  PPS  cost 
data. 

The  numerical  amount  of  the  Commission's 
update  factor  recommendation  is  likely  to  be 
modified  as  more  current  market  basket  fore- 
casts and  additional  information  regarding 
changes  in  hospital  case  mix  become  available. 
The  table  below  summarizes  the  components  of 
the  Commission's  update  factor  recommenda- 
tion. 
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Current  law  requires  that  the  fiscal  year  1988 
PPS  prices  increase  by  the  market  basket  minus 
2  percent.  The  changes  suggested  in  this  recom- 
mendation would  therefore  necessitate  legisla- 
tive action.  In  particular,  legislative  authority 
would  be  required  to  create  separate  update  fac- 
tors for  urban  and  rural  hospitals. 


The  rationale  for  this  recommendation  is  pre- 
sented in  Recommendations  2  through  4  and 
accompanying  discussions.  In  addition,  Techni- 
cal Appendix  A  contains  background  informa- 
tion and  analysis  on  issues  related  to  the  update 
of  PPS  payments. 


Estimated  Increase  in  PPS  Prices  for  Fiscal  Year  1988  Under  Commission 

Recommendations 


Adjustment  to  level  of  standardized  amounts* 

Urban   -1.9% 

Rural   —1.1 

Average  adjustment  to  standardized  amounts   —1.8 


Fiscal  year  1988  update  factor 

Fiscal  year  1988  market  basket  forecast   4.9 

Correction  for  fiscal  year  1987  forecast  error   0.0 

Components  of  discretionary  adjustment  factor 

Scientific  and  technological  advancement   0.5 

Productivity   —1.0 

Site  substitution   —0.3 

Real  case-mix  change  in  fiscal  year  1987 

DRG  case-mix  index   0.8 

Within  DRG  patient  complexity   0.5 

Total  discretionary  adjustment  factor   0.5 

Estimated  total  change  in  case-mix  index  for  fiscal  year  1987  (DRG 

weights  adjusted  after  recalibration)   —1.3 

 Subtotal:  Update  and  case-mix  adjustment   4.1 


Total  change  in  PPS  prices 

Urban   2.2 

Rural   3.0 

Average  total  change  in  PPS  prices   2.3 


*  A  total  adjustment  averaging  5.4  percent  to  be  made  in  three  equal 
increments  through  fiscal  year  1990. 


Recommendation  2:  Adjustment  to  the  Level 
of  Standardized  Amounts 

The  update  factor  should  include  an 
adjustment  to  lower  the  standardized 
amounts  an  average  of  5.4  percent,  phased 
in  over  three  years.  The  urban  standard- 
ized amount  should  be  reduced  by  5.7  per- 
cent, and  the  rural  amount  by  3.3  percent. 
The  reductions  should  be  made  in  three 
equal  increments  averaging  1.8  percent, 
beginning  in  fiscal  year  1988.  The  adjust- 
ments are  based  on  the  Commission's  judg- 
ment about  how  information  on  average 
Medicare  costs  per  case  from  the  first  year 
of  PPS  should  be  incorporated  into  the 
update  factor. 


In  past  reports,  the  Commission  recommended 
that  when  cost  data  reflecting  hospital  experi- 
ence under  PPS  became  available,  the  standard- 
ized amounts  should  be  recalculated.  The 
results  could  be  used  as  one  piece  of  information 
considered  in  recommending  an  update  factor 
amount.  Alternatively,  the  standardized 
amounts  could  be  rebased — that  is,  the 
recalculated  amounts  could  be  updated  and  sub- 
stituted for  the  current  published  rates,  which 
are  based  on  1981  cost  data. 

The  Commission  believes  that  even  though 
PPS  was  designed  to  break  the  direct  link  be- 
tween each  hospital's  costs  and  its  Medicare 
payments,  average  payments  should  be  reason- 
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ably  related  to  costs.  Decisions  about  the  level 
of  PPS  prices  have  been  based  partly  on  judg- 
ments about  the  extent  to  which  hospitals  could 
increase  productivity  and  lower  their  costs. 
Periodically  reviewing  more  recent  cost  data  is 
the  best  way  to  assess  the  accuracy  of  such  judg- 
ments. 

ProPAC  staff  has  used  first-year  PPS  Medi- 
care Cost  Report  data  to  recalculate  the 
standardized  amounts.  Costs  per  case  from  the 
first-year  PPS  cost  reports  were  substituted  for 
1981  costs  per  case.  The  only  difference  between 
the  current  standardized  amounts  and  the 
newly  recalculated  amounts  is  the  difference  be- 
tween the  1981  costs  per  case  updated  to  the 
first  year  of  PPS  and  the  actual  first-year  costs. 

The  results  show  that  the  recalculated  fiscal 
year  1987  standardized  amounts,  on  average, 
are  12.3  percent  lower  than  the  current 
standardized  amounts.  The  recalculated  na- 
tional urban  standardized  amount  is  13.0  per- 
cent, or  about  $385  lower  than  the  current 
amount.  The  recalculated  national  rural  stand- 
ardized amount  is  7.6  percent,  or  about  $185 
lower.  The  12.3  percent  figure  weights  the  two 
amounts  by  the  proportion  of  PPS  payments 
they  reflect. 

This  difference  should  not  be  interpreted  as 
an  error  in  predicting  first-year  PPS  costs.  The 


recalculated  amounts  reflect  a  full  year  of  hos- 
pital experience  under  PPS,  during  which  hospi- 
tals had  new  incentives  to  reduce  costs.  The 
original  standardized  amounts  were  not  in- 
tended to  be  projections  of  what  hospital  costs 
would  be  under  PPS;  the  level  was  determined 
by  the  Tax  Equity  and  Fiscal  Responsibility  Act 
of  1982  (TEFRA)  limits.  Therefore,  some  differ- 
ential between  updated  and  actual  costs  was 
expected. 

As  the  Commission  has  stated  previously,  a 
great  deal  of  judgment  is  required  in  deciding 
how  to  use  this  information  to  set  the  appropri- 
ate level  of  PPS  prices.  In  its  deliberations,  the 
Commission  reviewed  a  variety  of  approaches, 
and  considered  reductions  ranging  from  3.4  to 
8.0  percent.  (Technical  Appendix  A  contains 
background  information  and  options  considered 
in  the  Commission's  deliberations.) 

The  table  below  summarizes  the  judgments 
made  by  the  Commission  in  developing  its  rec- 
ommended reduction.  The  Commission  began 
with  the  estimated  12  percent  average  cost  dif- 
ferential. Once  the  overall  reduction  was  deter- 
mined, separate  urban  and  rural  adjustments 
were  derived.  The  rural  and  urban  reductions 
are  in  the  same  proportions  as  the  rural  and 
urban  standardized  amount  differentials  (7.6 
percent  and  13.0  percent). 


ProPAC  Treatment  of  First-Year  PPS  Cost  Differential 

Total  cost  differential   12% 

"Non-shareable"  portion  a   4 

"Shareable"  portion  b   8 

Adjustment  components: 

"Non-shareable"  portion  of  cost  differential   4.0% 

Medicare's  half  of  "shareable"  cost  reductions   4.0 

Subtotal  appropriate  average  recuction   8.0 

Reductions  accounted  for  in  previous  updates  c   —2.6 

Total  recommended  average  adjustment  d   5.4 

Urban  adjustment   5.7 

Rural  adjustment   3.3 

a  The  portion  of  the  differential  attributed  to  shifts  in  site  of  care,  errors  in 
projecting  costs,  changes  in  hospital  accounting  practices,  and  auditing  of  cost 
reports. 

b  Cost  reductions  attributed  to  increased  hospital  efficiency. 
c  Estimated  difference  between  actual  updates  for  fiscal  years  1985  through 
1987  and  what  updates  would  have  been  if  applied  to  a  lower  base. 
d  Reduction  to  be  phased  in  equally  over  three  years. 
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In  recommending  an  average  5.4  percent 
cumulative  reduction  to  the  standardized 
amounts,  the  Commission  considered  several 
factors.  First  was  the  extent  to  which  hospitals 
should  share  in  the  gains  from  PPS.  In  its  previ- 
ous update  factor  recommendations,  the  Com- 
mission has  argued  that  efficiency  gains  should 
be  shared  equally  between  the  hospital  industry 
and  the  Medicare  program. 

It  is  primarily  because  of  the  importance  of 
sharing  efficiency  gains  that  the  Commission 
opposes  a  strict  rebasing — that  is,  adjusting  the 
standardized  amounts  for  the  entire  12  percent 
differential.  That  approach  would  be  inconsist- 
ent with  the  basic  incentives  of  PPS.  Although 
individual  hospitals  would  always  have  an  in- 
centive to  lower  costs,  their  actions  might  be 
affected  if  the  cost-reducing  incentives  were  re- 
moved from  the  industry  as  a  whole. 

The  entire  cost  difference  should  not  be 
shared  for  the  purposes  of  setting  PPS  prices, 
however.  Some  of  the  cost  reductions,  such  as 
those  resulting  from  shifts  in  the  site  of  care, 
should  not  be  shared  with  the  hospital  industry. 
For  some  patients,  outpatient  treatment  is  now 
substituted  for  part  of  an  inpatient  stay.  This 
shift  results  in  higher  Medicare  payments  to 
hospitals  or  other  providers  for  outpatient  treat- 
ment. In  its  update  factor  recommendations,  the 
Commission  has  taken  the  position  that  cost  re- 
ductions due  to  shifts  in  the  site  of  care  should 
not  be  shared  with  the  industry. 

In  the  Commission's  judgment,  4  percent  of 
the  12  percent  cost  differential  should  not  be 
shared  with  the  hospital  industry.  This  portion 
takes  into  account  site-of-care  substitution  and 
other  considerations.  In  addition  to  efficiency 
gains  and  site  substitution,  part  of  the  12  per- 
cent difference  may  have  arisen  from  errors  in 
projecting  costs  and  changes  in  hospital  ac- 
counting practices. 

Some  very  small  auditing  effects  might  also 
be  reflected  in  the  12  percent  cost  differential. 
The  first-year  data  were  audited  for  about  one- 
fourth  of  the  hospitals,  while  the  1981  data  were 
completely  unaudited.  Historically,  auditing  has 
reduced  operating  costs  by  3  to  4  percent.  Com- 
parison of  audited  and  unaudited  first-year  re- 


ports for  the  same  hospitals,  however,  show  that 
operating  costs  were  reduced  by  less  than  0.5 
percent  as  a  result  of  auditing.  The  first-year 
cost  report  audit  focused  on  capital  costs,  which 
may  be  why  the  auditing  effect  on  operating 
costs  was  below  the  historical  level. 

The  Commission's  recommendation  appor- 
tions the  remaining  8  percent  of  the  cost  differ- 
ential equally  between  Medicare  and  the 
hospital  industry.  The  total  reduction  the  Com- 
mission considers  appropriate  is  therefore  8  per- 
cent: 4  percent  that  is  not  to  be  shared  with  the 
industry,  and  4  percent  that  is  Medicare's  half 
of  the  efficiency  gains.  The  Commission  believes 
that  part  of  Medicare's  share  should  be  re- 
turned to  beneficiaries  in  the  form  of  reduced 
cost  sharing  or  expanded  benefits.  (In  Recom- 
mendation 18,  the  Commission  proposes  a 
change  in  the  level  of  inpatient  hospital  cost 
sharing.) 

The  Commission  also  considered  the  extent  to 
which  PPS  payments  have  already  been  reduced 
as  a  result  of  hospitals'  early  PPS  experience. 
Although  the  cost  data  were  not  available 
during  previous  update  factor  determinations, 
there  were  indications  that  hospitals  had  re- 
sponded to  PPS  incentives — particularly  by 
shortening  length  of  stay — and  were  doing  well 
financially.  This  general  assessment  was  re- 
flected in  the  relatively  low  update  factors  for 
fiscal  years  1986  and  1987.  In  addition,  most  of 
the  savings  from  the  reduction  in  indirect  teach- 
ing payments  were  removed  from  total  PPS  pay- 
ments. 

PPS  standardized  amounts  were  originally 
computed  using  cost  information  from  1981 
Medicare  Cost  Reports  updated  to  fiscal  year 
1984.  For  both  fiscal  years  1984  and  1985,  the 
level  of  the  standardized  amounts  was  required 
to  be  set  so  that  payments  under  PPS  would  be 
equal  to  payments  under  the  TEFRA  cost  reim- 
bursement limits.  Since  the  first  year,  the  PPS 
rates  have  been  updated  by  3.4  percent  in  fiscal 
year  1985  (reflecting  the  budget  neutrality 
factor),  0.5  percent  in  fiscal  year  1986,  and  1.15 
percent  in  fiscal  year  1987. 

The  Commission  used  the  following  approach 
to  estimate  previous  reductions  in  PPS  update 
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factors.  Alternative  update  factors  since  the 
first  year  of  PPS  were  estimated  as  the  market 
basket  forecasts  less  the  estimated  effects  of 
coding  improvements  and  site  substitution.  This 
resulted  in  a  cumulative  increase  over  the  three 
updates  of  7.7  percent  compared  with  the  5.1 
percent  actually  granted,  or  a  difference  of  2.6 
percent. 

This  interpretation  implies  that  if  a  substan- 
tially reduced  cost  base  had  been  used  to  set 
prices  in  the  first  year  of  PPS,  cumulative  up- 
dates from  fiscal  year  1985  through  fiscal  year 
1987  would  have  been  2.6  percent  higher.  This 
2.6  percent  is  thus  subtracted  from  the  8  per- 
cent reduction  to  arrive  at  the  cumulative  aver- 
age total  recommended  reduction  of  5.4  percent. 

The  Commission  recommends  phasing  in  this 
reduction  over  a  three-year  period,  making  the 
average  reduction  1.8  percent  annually  through 
fiscal  year  1990.  The  reductions  would  be  one 
component  of  an  overall  update  factor  for  these 
years.  Since  this  recommendation  would  result 
in  separate  update  factors  for  urban  and  rural 
hospitals,  it  would  require  statutory  change. 

The  phase-in  would  adjust  PPS  prices  gradu- 
ally. Some  hospitals  could  absorb  the  entire  re- 
duction relatively  easily.  But  hospitals  in  more 
difficult  financial  situations  might  be  forced  to 
make  changes  that  would  adversely  affect  the 
quality  of  care  provided  to  Medicare  benefici- 
aries. 

This  recommendation  represents  an  approach 
that  has  been  the  source  of  considerable 
misunderstanding.  Reducing  the  standardized 
amounts  based  on  first-year  PPS  cost  data  has 
been  interpreted  as  a  breach  of  the  basic  princi- 
ples of  PPS  and  as  an  attempt  to  regulate  hospi- 
tal revenue  margins.  The  Commission's  recom- 
mendation is  neither. 

The  recommended  reduction  applies  only  to 
future  PPS  prices — not  to  gains  previously 
earned  by  the  hospital  industry.  A  fundamental 
principle  of  PPS  is  that  if  a  hospital's  costs  for 
treating  Medicare  patients  is  less  than  its  PPS 
payment,  the  hospital  keeps  the  entire  differ- 
ence. This  principle  is  not  violated  by  the  Com- 


mission's use  of  cost  information  as  one  factor 
in  recommending  the  level  of  future  prices. 

The  Commission  reviewed  data  on  hospital 
revenue  margins,  but  did  not  directly  factor  the 
information  into  the  5.4  percent  figure.  The 
Commission  does  not  believe  that  PPS  prices 
should  be  set  to  achieve  a  particular  average 
revenue  margin.  If  all  other  factors  were  un- 
changed, the  adjustment  to  the  standardized 
amounts  would  lower  PPS  margins.  But  hospi- 
tals would  have  an  opportunity  to  increase  reve- 
nue margins  by  further  reducing  costs. 

The  Commission  continues  to  be  concerned 
that  recommendations  like  this  one  may  have 
disparate  effects  across  hospitals.  An  across-the- 
board  adjustment  may  have  a  detrimental  effect 
on  some  hospitals,  while  others  could  absorb  a 
larger  reduction.  Despite  a  high  overall  first- 
year  PPS  margin  of  14.8  percent,  10  percent  of 
hospitals  had  PPS  margins  less  than  -5.0  per- 
cent. Another  10  percent  had  margins  greater 
than  23.4  percent.  The  Commission  will  con- 
tinue to  recommend  improvements  in  the  PPS 
payment  formula.  It  will  also  examine  other  fac- 
tors that  might  cause  financial  difficulties  to 
particular  types  of  hospitals.  (The  Commission's 
analysis  of  first-year  PPS  hospital  revenue  mar- 
gins is  presented  in  Medicare  Prospective  Pay- 
ment and  the  American  Health  Care  System: 
Report  to  the  Congress,  February  1987.) 

The  timeliness  and  validity  of  the  Medicare 
Cost  Report  data  also  concern  the  Commission. 
In  Recommendation  6,  the  Commission  outlines 
a  specific  type  of  sampling  scheme  that  will 
improve  the  timeliness  of  Medicare  Cost  Report 
information.  The  Commission  will  examine 
questions  about  the  validity  of  cost  report  data 
submitted  during  PPS  years,  since  the  informa- 
tion has  no  bearing  on  PPS  operating  payments. 
Despite  these  issues,  the  Commission  believes  it 
is  important  to  continue  to  collect  and  analyze 
Medicare  cost  information.  These  data  are  valu- 
able for  a  variety  of  purposes,  including  deter- 
mining the  appropriate  level  of  PPS  prices. 
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Recommendation  3:  Allowance  for  Scientific 
and  Technological  Advancement  and 
Productivity  Goals,  and  Site-of-Care 
Substitution 

For  the  fiscal  year  1988  payment  rates,  the 
allowance  in  the  Discretionary  Adjustment 
Factor  for  scientific  and  technological  ad- 
vancement, productivity  improvement,  and 
substitution  in  the  site  of  service  from  in- 
patient to  out-of-hospital  settings  should 
be  set  at  minus  0.8  percentage  points. 

In  constructing  the  Discretionary  Adjustment 
Factor  (DAF),  the  Commission  is  concerned  with 
identifying  factors  that  produce  a  change  in  the 
average  cost  of  a  discharge  and  determining  the 
effect  of  these  changes  on  the  standardized 
amounts.  The  specific  factors  considered  are  :  (1) 
scientific  and  technological  advancement,  (2) 
hospital  productivity  improvement,  (3)  site-of- 
care  substitution,  and  (4)  real  case-mix  change. 
The  Commission's  DAF  judgments  reflect  con- 
siderations outlined  in  the  statute  establishing 
PPS  as  well  as  other  factors  that  ProPAC  deter- 
mines are  important.  Together  with  the  market 
basket  inflation  factor  and  the  adjustment  to 
the  standardized  amounts,  the  DAF  updates  the 
payment  rates  from  fiscal  year  1987  to  fiscal 
year  1988. 

The  Commission  recognizes  that  many  factors 
can  affect  the  average  cost  per  case,  and  that  it 
is  difficult  to  develop  precise  estimates  for  the 
effect  of  individual  factors.  The  interdependency 
among  the  individual  DAF  allowances  is  evi- 
dent. For  example,  it  is  difficult  to  discuss  the 
scientific  and  technological  advancement  allow- 
ance of  the  DAF  without  referring  to  real  case- 
mix  changes.  The  individual  DAF  allowances 
represent  broad  guidelines,  which  help  to  ex- 
plain the  rationale  for  the  Commission's  judg- 
ment. 

The  Commission  recommends  a  0.8  percent 
reduction  in  the  fiscal  year  1988  update  factor 
to  accommodate  scientific  and  technological  ad- 
vancement, productivity  improvement,  and  site- 
of-care  substitution.  This  compares  with  the  1.4 
percent  reduction  in  payment  rates  that 
ProPAC  recommended  for  fiscal  year  1987.  The 
smaller  reduction  for  fiscal  year  1988  reflects,  in 
part,  the  Commission's  conclusion  that  there  is 


less  potential  for  productivity  improvement  and 
site-of-care  substitution  than  last  year.  On  the 
other  hand,  the  Commission  believes  that  the 
allowance  for  scientific  and  technological  ad- 
vancement can  be  slightly  less  than  it  was  in 
fiscal  year  1987. 

Consistent  with  its  treatment  of  quality  and 
long-term  cost-effectiveness  in  previous  recom- 
mendations, the  Commission  considered  these 
factors  in  setting  the  level  of  the  DAF  and  in 
examining  each  of  the  DAF  components.  Adjust- 
ments for  scientific  and  technological  advance- 
ment, hospital  productivity,  and  site-of-care 
substitution  are  discussed  below.  The  adjust- 
ment for  real  case-mix  change  is  addressed  in 
Recommendation  4. 

Scientific  and  Technological  Advancement — 

The  scientific  and  technological  advancement 
allowance  is  a  future-oriented  policy  target.  It 
reflects  the  Commission's  judgment  of  the 
financial  requirements  for  hospitals  to  imple- 
ment quality-enhancing,  cost-effective,  but  cost- 
increasing  health  care  technologies  and  treat- 
ment modalities. 

As  stated  in  previous  reports,  the  Commission 
believes  that  advances  resulting  in  greater 
hospital  efficiency  do  not  require  a  special 
allowance  since  they  ultimately  should  result  in 
lower  hospital  costs.  The  effects  of  cost-decreas- 
ing technologies  are  considered  in  the  productiv- 
ity target. 

ProPAC  began  to  develop  its  fiscal  year  1988 
scientific  and  technological  advancement  allow- 
ance by  identifying  major  new  technologies  and 
treatment  modalities  that  could  substantially 
increase  average  Medicare  costs  per  case.  The 
Commission's  estimates  included  the  effects  of 
substituting  new  for  existing  technologies. 
Based  on  ProPAC-sponsored  analyses,  the 
Commission  concluded  that  the  major  cost-in- 
creasing technologies  studied  would  add  no 
more  than  $128  million  to  Medicare  costs  in 
fiscal  year  1988.  To  accommodate  these  technol- 
ogies, the  standardized  amounts  would  need  to 
be  increased  by  0.3  percent. 

The  Commission  recommends  a  0.5  percent- 
age point  allowance  for  scientific  and  techno- 
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logical  advancement,  which  is  somewhat  higher 
than  if  the  allowance  were  based  solely  on  the 
adoption  of  new  technologies.  These  new  tech- 
nologies constitute  only  a  portion  of  the 
amounts  that  might  be  appropriate  for  inclusion 
in  this  component.  In  particular,  these  esti- 
mates do  not  reflect  future-oriented  changes  in 
practice  patterns  and  diffusion  of  existing  tech- 
nologies that  the  Commission  wishes  to  encour- 
age. 

The  recommendation  presumes  that,  during 
fiscal  year  1988,  hospitals  will  still  be  able  to 
finance  part  of  their  expenditures  for  new  tech- 
nologies from  productivity  gains.  ProPAC  fur- 
ther presumes  that  Medicare  capital  payments 
will  be  sufficient  to  accommodate  capital  ex- 
penses associated  with  the  implementation  of 
cost-effective  new  technologies  and  treatments. 

Hospital  Productivity — The  productivity 
allowance  in  the  DAF  is  a  future-oriented 
target.  It  reflects  potential  changes  in  both  effi- 
ciency and  productivity  resulting  from  PPS  in- 
centives to  reduce  the  number  and  cost  of  re- 
sources used  to  treat  patients. 

The  Commission  adopted  the  position  that  it 
is  both  desirable  and  appropriate  to  translate 
productivity  gains  into  price  reductions.  These 
price  reductions  should  be  shared  by  the  Medi- 
care program,  the  Medicare  beneficiaries,  and 
the  hospital  industry.  The  Commission  also 
adopted  the  position  that  the  Medicare  program 
should  not  subsidize  decreases  in  productivity. 

In  developing  the  productivity  allowance,  the 
Commission  has  examined  past  productivity 
trends  as  a  basis  for  establishing  reasonable  tar- 
gets for  the  future.  Last  year,  the  Commission 
examined  various  indicators  of  productivity 
change.  Among  them  were  changes  in  average 
length  of  stay,  ancillary  service  use,  and  hospi- 
tal staffing.  The  Commission  recommended  a 
minus  1.5  percent  offset  in  the  DAF,  which  rep- 
resented a  portion  of  the  productivity  savings  to 
be  achieved  by  the  industry  and  shared  with  the 
Medicare  program  during  fiscal  year  1987. 

In  preparation  for  this  report,  the  Commis- 
sion expanded  its  efforts  to  include  an  examina- 
tion of  various  labor  productivity  measures.  In 


general,  Commission  analyses  indicated  little 
improvement  in  labor  productivity  during  the 
post-PPS  period  through  1986.  At  the  same 
time,  the  number  of  services  produced  per  dis- 
charge— a  measure  of  intensity — was  reduced. 
This  trend  appears  to  have  reversed  in  1986,  the 
last  year  for  which  ProPAC  has  data. 

The  above  trends  should  be  interpreted  cau- 
tiously since  the  data  have  not  been  adjusted  for 
case-mix  and  practice  pattern  changes  (except 
as  the  latter  changes  are  related  to  increased 
outpatient  activity).  Nevertheless,  the  trends  ob- 
served are  relatively  consistent  for  different 
measures  of  productivity.  Therefore,  the  Com- 
mission believes  they  are  a  reasonably  accurate 
reflection  of  hospital  industry  performance 
during  the  period  under  study. 

Based  on  its  examination  of  these  historical 
trends,  the  Commission  recommends  a  minus 
1.0  percent  productivity  allowance  for  fiscal 
year  1988.  This  reflects  a  productivity  goal  of 
2.0  percent  that  would  be  shared  equally  be- 
tween the  Medicare  program  and  the  hospital 
industry.  This  allowance  is  somewhat  less  than 
the  minus  1.5  percent  offset  recommended  for 
fiscal  year  1987.  The  smaller  offset  reflects  the 
Commission's  concern  that  hospitals  may  be 
unable  to  increase  their  productivity  substan- 
tially as  the  PPS  system  matures.  If  the  1986 
intensity  increases  are  an  indicator  of  increased 
real  case  mix,  there  may  be  less  opportunity  for 
hospitals  to  achieve  large  productivity  gains  in 
the  future. 

On  the  other  hand,  the  Commission  believes  it 
is  appropriate  to  expect  that  hospitals  can  con- 
tinue to  achieve  reasonable  productivity  gains 
during  the  coming  year.  Although  productivity 
has  not  improved  substantially  during  the  post- 
PPS  period,  the  rate  of  productivity  decline  has 
steadily  slowed  down.  This  relative  improve- 
ment in  productivity  was  simultaneous  with  the 
reduction  in  services  per  discharge  described 
above.  It  may  indicate  that,  at  least  during  the 
first  two  years  of  PPS,  hospitals  placed  more 
emphasis  on  cutting  services  than  on  producing 
each  unit  of  service  more  efficiently. 

Moreover,  PPS  operating  margin  data  for  the 
first  year  of  prospective  payment  indicate  that 
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hospitals  may  have  felt  less  financial  pressure 
during  the  early  stages  of  PPS  than  originally 
assumed.  Thus,  they  may  have  taken  fewer 
measures  to  increase  productivity  than  if  they 
had  been  under  greater  financial  pressure. 

Therefore,  the  Commission  concluded  that  it 
is  appropriate  to  exert  modest  financial  pres- 
sure on  the  hospital  industry  to  encourage 
hospitals  to  focus  more  of  their  efforts  on  im- 
proving productivity. 

Site-of-Care  Substitution— This  DAF  allow- 
ance reflects  changes  in  inpatient  resources  re- 
sulting from  the  provision  of  out-of-hospital 
services  to  patients  who  formerly  received  such 
services  during  the  inpatient  stay.  The  Commis- 
sion believes  that  the  Medicare  program  and 
Medicare  beneficiaries  may  be  overpaying  for 
these  services  since  the  cost  base  used  to  calcu- 
late DRG  payment  rates  includes  the  costs  of 
services  now  being  provided  in  other  settings. 

The  allowance  is  not  meant  to  reflect  how  the 
diversion  of  entire  admissions  to  other  settings 
affects  average  Medicare  costs  per  case.  The 
impact  of  this  type  of  shift  would  be  more  ap- 
propriately considered  under  the  real  case-mix 
change  adjustment.  Instead,  the  allowance  re- 
flects the  provision  of  services  before  and  after 
hospitalization.  These  services  formerly  were 
provided  during  the  beneficiary's  inpatient  stay. 

Recalculation  of  the  standardized  amounts, 
using  more  recent  cost  data,  partially  adjusts 
for  site-of-care  substitution.  However,  the  cost 
data  used  to  recalculate  the  standardized 
amounts  lags  four  years  behind  the  year  for 
which  the  prospective  payment  is  set.  Therefore, 
the  Commission  recommends  that  a  negative  ad- 
justment be  included  in  the  DAF  to  reflect  site- 
of-care  substitution  during  fiscal  year  1987. 

Ideally,  analyses  of  site-of-care  substitution 
would  include  examination  of  the  services  a  pa- 
tient receives  throughout  an  episode  of  illness. 
Currently,  however,  there  are  no  data  that  trace 
the  costs  of  an  episode  of  illness  for  Medicare 
patients. 

The  Commission  examined  a  variety  of  indica- 
tors of  site-of-care  substitution.  Among  them 


were:  (1)  trends  in  Medicare  program  expendi- 
tures by  type  of  provider,  (2)  trends  in  the  dispo- 
sition status  of  patients  at  least  65  years  old, 
and  (3)  trends  in  intensity  of  treatment  provided 
in  the  inpatient  setting  before  and  after  adjust- 
ments are  made  for  hospital  outpatient  activity. 

Based  on  its  examination  of  historical  data, 
the  Commission  believes  that  the  extent  of  site- 
of-substitution  has  diminished  during  the  past 
year.  Therefore,  its  recommended  adjustment 
for  site-of-care  substitution  is  slightly  lower 
than  last  year's — minus  0.3  percentage  points 
for  fiscal  year  1988  compared  with  minus  0.6 
percentage  points  for  fiscal  year  1987. 

The  Commission  recognizes  that  the  potential 
for  site-of-care  substitution  is  likely  to  diminish 
further  and  may  disappear  in  the  next  few 
years.  Nevertheless,  it  believes  that  site-of-care 
substitution  has  occurred  and  should  be  re- 
flected in  an  offset  in  the  DAF.  For  background 
information  supporting  this  recommendation, 
see  Technical  Appendix  A. 

Recommendation  4:  Adjustments  for  Case- 
Mix  Change 

For  fiscal  year  1988,  the  update  of  PPS 
prices  should  be  adjusted  for  three  types  of 
case-mix  change  in  the  following  manner: 

•  A  positive  allowance  in  the  DAF  of  0.5 
percent  for  within-DRG  case  complex- 
ity change; 

•  A  positive  allowance  in  the  DAF  of  0.8 
percent  for  across-DRG  real  case-mix 
change;  and 

•  An  across-the-board  reduction  in  the 
DRG  weights  for  increases  in  the  case- 
mix  index  during  fiscal  year  1987,  cur- 
rently estimated  to  be  1.3  percent. 

The  Commission  believes  that  prospective 
payments  to  hospitals  should  reflect  changes  in 
the  characteristics  of  patients  and  treatments, 
not  changes  in  medical  record  coding  practices. 
To  distinguish  real  case-mix  change  from 
upcoding,  the  Commission  separates  case-mix 
change  into  three  components.  Within-DRG  case 
complexity  changes  do  not  affect  hospital  pay- 
ments, but  they  do  change  patient-care  resource 
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requirements.  In  contrast,  factors  that  affect  the 
distribution  of  cases  across  DRGs  will  also  affect 
payments.  Across-DRG  changes  in  patient  char- 
acteristics affect  both  payments  and  resource 
requirements.  Changes  in  coding  practices,  how- 
ever, affect  payments  without  changing  patient- 
care  requirements.  (These  components  are  ex- 
plained in  greater  detail  in  Technical  Appendix 
A.) 

The  Commission  includes  allowances  for  real 
case-mix  change  (the  components  that  properly 
should  be  accompanied  by  changes  in  payments) 
as  part  of  its  Discretionary  Adjustment  Factor 
recommendation.  To  account  for  upcoding,  the 
Commission  recommends  offsetting  all  expected 
change  in  case  mix  across  DRGs  by  an  appropri- 
ate percentage  reduction  in  the  DRG  weights. 
The  combined  effect  of  these  allowances  is  to 
allow  payment  increases  to  accompany  real 
case-mix  increases  but  to  remove  the  effects  of 
upcoding  from  the  payment  base. 

Distinguishing  between  real  case-mix  change 
and  upcoding  has  been  a  difficult  technical 
problem  for  both  HCFA  and  ProPAC.  Current 
methods  and  future  plans  for  ameliorating  this 
problem  are  described  elsewhere  (see  Recom- 
mendation 28,  Chapter  3,  and  Technical  Appen- 
dix A.)  Based  on  preliminary  evidence,  however, 
the  Commission  believes  that  case-mix  change  is 
becoming  less  pronounced  than  in  prior  years. 
Accordingly,  the  Commission's  recommendation 
incorporates  declining  allowances  for  case-mix 
change,  even  though  these  allowances  are  still 
significant  in  dollar  terms. 

In  1986,  the  Commission  recommended  a  0.7 
percent  positive  allowance  for  within-DRG  case 
complexity  change.  This  allowance  was  based  on 
long-term  trend  estimates  calculated  from  data 
provided  by  the  Commission  on  Professional  and 
Hospital  Activities.  This  year's  recommendation 
of  a  0.5  percent  allowance  reflects  the  Commis- 
sion's belief  that  case-mix  change  is  becoming 
less  pronounced. 

In  its  final  rule  for  fiscal  year  1987  PPS  pay- 
ments, HCFA  estimated  that  the  total  increase 
in  the  case-mix  index  during  fiscal  1986  would 
be  2.6  percent.  Very  little  data  are  available  for 
gauging   the   1987   trend   in   case-mix  index 


change.  Available  data  for  the  end  of  fiscal  year 
1986  and  for  early  fiscal  year  1987,  however, 
support  the  Commission's  belief  that  the  magni- 
tude of  case-mix  change  is  diminishing. 

Lacking  specific  evidence  on  declining  case- 
mix  index  change,  the  Commission  has 
attempted  to  project  a  trend  based  on  case-mix 
change  information  from  1986  and  prior  years. 
Based  on  past  evidence  and  the  anticipated 
course  of  the  case-mix  trend,  it  is  appropriate  to 
halve  the  fiscal  year  1986  estimated  increase  of 
2.6  percent.  Thus,  the  Commission  recommends 
an  across-the-board  reduction  of  1.3  percent  in 
the  DRG  weights  to  allow  for  the  expected  in- 
creases in  the  case-mix  index. 

The  final  estimate  required  to  arrive  at  the 
Commission's  case-mix  change  recommendation 
is  to  separate  the  expected  1.3  percent  increase 
into  real  and  upcoding  components.  The  Com- 
mission has  formerly  argued  that,  as  the  total 
amount  of  case-mix  index  change  declines,  the 
proportion  of  the  total  that  reflects  real  changes 
in  patient  care  requirements  should  increase. 
Accordingly,  the  Commission  has  divided  the  1.3 
percent  into  estimates  of  0.8  percent  real  case- 
mix  change  and  0.5  percent  upcoding.  The  0.8 
percent  allowance  for  real  case-mix  change  rep- 
resents a  decline  from  1.3  percent  presented  in 
ProPAC's  November  1986  report  to  the  Con- 
gress, while  the  0.5  percent  allowance  for 
upcoding  represents  a  decline  from  1.4  percent. 

The  net  effect  of  all  three  components  of  case- 
mix  change  on  PPS  prices  is  zero.  The  Commis- 
sion believes  that  recent  trends  in  real  case-mix 
change  are  approximately  offset  by  changes  due 
to  upcoding. 

These  allowances  are  preliminary  and  may  be 
modified  with  the  availability  of  more  current 
data  and  more  thorough  analysis.  Along  with 
other  changes,  the  Commission  will  report  any 
modifications  in  case-mix  components  of  the 
update  recommendation  during  the  rulemaking 
period  prior  to  the  establishment  of  the  fiscal 
year  1988  payment  rates. 

The  Commission  continues  to  believe  that  es- 
timates of  case-mix  change  ought  to  be  based  on 
more  complete  data  and  methods  of  estimation. 
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Even  if  the  case-mix  change  phenomenon  is  be- 
coming less  important,  there  is  reason  to  be 
concerned  about  the  lack  of  knowledge  concern- 
ing changes  in  practice  patterns  and  medical 
record  keeping.  These  changes  may  have  been 
influenced  by  the  incentives  of  PPS  in  ways 
that  are  not  well  understood.  Consequently,  the 
Commission  remains  committed  to  data  develop- 
ment and  research  in  this  area;  it  urges  the 
Secretary  to  initiate  the  study  of  case-mix 
change  described  in  Recommendation  28. 

Recommendation  5:  Update  Factor  for 
Excluded  Hospitals  and  Distinct-Part  Units 

For  fiscal  year  1988,  a  target  rate  of  in- 
crease factor,  separate  from  the  PPS 
update  factor,  should  be  used  to  update 
payment  rates  for  the  group  of  psychiatric, 
rehabilitation,  and  long-term  care  hospi- 
tals and  hospital  distinct-part  units  ex- 
cluded from  PPS.  The  target  rate  of  in- 
crease factor  should  reflect  the  projected 
increase  in  the  hospital  market  basket  for 
these  hospitals,  corrected  for  forecast 
errors,  minus  a  0.5  percentage  point  ad- 
justment for  productivity  and  scientific 
and  technological  advancement  goals  es- 
tablished for  PPS  hospitals. 

For  fiscal  year  1988,  the  target  rate  of  in- 
crease factor  for  pediatric  hospitals  and 
distinct-part  units  should  reflect  the  pro- 
jected increase  in  the  hospital  market 
basket  for  PPS  hospitals,  corrected  for 
forecast  error,  minus  a  0.5  percentage 
point  adjustment  for  the  productivity  and 
scientific  advancement  goals  established 
for  PPS  hospitals. 

Based  on  currently  projected  inflation  rates, 
the  Commission  estimates  that  this  recommen- 
dation would  result  in  a  4.4  percent  target  rate 
of  increase  for  all  excluded  facilities.  This  esti- 
mate is  subject  to  revision  as  more  current  fore- 
casts of  inflation  become  available. 

The  PPS  statute  created  two  broad  classes  of 
hospitals — those  that  would  be  paid  on  the  basis 
of  DRGs  and  those  that  would  not.  Excluded 
hospitals — psychiatric,  rehabilitation,  pediatric, 
and  long-term  care  hospitals  (hospitals  with 
unusually  long  average  lengths  of  stay) — con- 
tinue under  cost  reimbursement  rules,  which 


limit  reimbursement  per  discharge.  Both  the 
PPS  standardized  amounts  and  the  reimburse- 
ment limits  for  excluded  facilities  are  to  be  up- 
dated each  year. 

The  types  of  patients  seen  and  the  treatments 
they  receive  vary  significantly  between  PPS  and 
excluded  facilities.  In  this  report,  the  Commis- 
sion adopts  the  same  approach  used  in  its 
previous  update  recommendations  for  excluded 
facilities.  That  is,  it  recommends  the  develop- 
ment of  separate  update  factors  for  pediatric 
hospitals  and  distinct-part  units,  and  for  the 
group  of  psychiatric,  rehabilitation,  and  long- 
term  care  facilities  excluded  from  PPS.  In 
OBRA  1986,  Congress  provided  the  Secretary 
with  clear  authority  to  establish  target  rates  of 
increase  for  excluded  facilities  separate  from 
the  PPS  update  factor. 

The  Commission's  update  factor  recommenda- 
tion for  excluded  facilities  includes  two  allow- 
ances in  addition  to  inflation:  one  for  scientific 
and  technological  advancement,  and  another  for 
productivity  change.  A  summary  of  the  compo- 
nents of  the  Commission's  recommendations  for 
excluded  facilities  appears  in  the  table  following 
this  discussion. 

Market  Basket  Inflation  Factor — In  previous 
reports,  the  Commission  recommended  using 
the  PPS  market  basket  inflation  factor  as  part 
of  the  update  factor  for  pediatric  hospitals  and 
distinct-part  units.  It  also  recommended  calcu- 
lating a  separate  inflation  factor  for  the  group 
of  rehabilitation,  psychiatric,  and  long-term 
care  facilities.  These  recommendations  were 
based  on  the  observation  that  the  labor  share  of 
expenses  in  the  latter  group  of  excluded  facili- 
ties is  substantially  higher  than  in  PPS  hospi- 
tals. Children's  hospitals,  however,  were  shown 
to  have  a  mix  of  labor  and  nonlabor  expenses 
similar  to  PPS  hospitals.  The  differences  in  the 
use  of  labor  and  nonlabor  resources  had  a  sub- 
stantial impact  on  previous  calculations  of  the 
hospital  market  basket  inflation  factor. 

In  contrast  to  previous  market  basket  calcula- 
tions, the  current  estimate  of  the  fiscal  year 
1988  market  basket  inflation  factor  for  PPS  and 
excluded  facilities  is  the  same  (4.9  percent).  This 
may  not  be  the  case  in  the  future.  It  is  impor- 
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tant  to  continue  to  calculate  separate  market 
basket  inflation  factors  so  that  future  differ- 
ences in  inflationary  pressures  can  be  detected 
and  appropriately  reflected  in  the  update  factor. 
In  addition,  calculation  of  the  individual  infla- 
tion factors  should  be  refined  to  account  for 
differences  in  the  skill  mix  of  employees  in  PPS 
and  excluded  facilities. 

Therefore,  the  Commission  reaffirms  its  previ- 
ous recommendations.  It  calls  for  establishment 
of  a  separate  inflation  factor  for  the  group  of 
rehabilitation,  psychiatric,  and  long-term  care 
facilities,  and  use  of  the  PPS  market  basket 
inflation  factor  for  children's  hospitals. 

Scientific  and  Technological  Advancement — 

The  scientific  and  technological  advancement 
allowance  is  a  future-oriented  policy  target.  It 
reflects  the  Commission's  judgment  of  the  finan- 
cial requirements  for  hospitals  to  implement 
cost-increasing  but  quality-enhancing  technol- 
ogies used  to  treat  Medicare  inpatients. 

In  developing  this  allowance,  the  Commission 
attempted  to  estimate  the  potential  impact  of 
newly  introduced  devices  or  treatments  on 
Medicare  costs  by  examining  a  select  group  of 
technologies.  Identification  of  the  technologies 
followed  a  similar  process  to  that  used  for  new 
technological  advances  in  PPS  hospitals. 

A  significant  portion  of  the  increase  can  be 
attributed  to  the  adoption  of  new  modalities  of 
treatment  to  accommodate  changes  in  case-mix. 
In  part,  such  case-mix  changes  result  from  PPS 
incentives  to  refer  more  patients — and  refer 
them  earlier — to  excluded  facilities  (e.g.,  devel- 
opment of  geriatric  psychiatric  units  and  medi- 
cal/surgical psychiatric  units). 

Based  on  its  analyses,  the  Commission  con- 
cluded that  it  is  reasonable  to  incorporate  the 
PPS  allowance  for  scientific  and  technological 
advancement  in  the  update  factor  for  excluded 
facilities.  To  accommodate  the  response  of  ex- 
cluded facilities  to  a  changing  patient  case  mix, 
the  Commission  has  set  the  allowance  slightly 
higher  than  if  it  had  been  based  solely  on  the 
emergence  of  new  technologies.  Data  on  which 
to  base  an  explicit  case-mix  adjustment  for  ex- 
cluded facilities  are  insufficient.  Until  more  spe- 


cific measures  of  case-mix  change  are  developed, 
the  Commission  believes  that  a  slightly  more 
generous  scientific  and  technological  advance- 
ment allowance  is  justified  to  accommodate 
treatment  modality  changes  in  response  to 
changing  case  mix. 

Productivity — The  productivity  allowance  is  a 
future-oriented  target  that  reflects  potential 
changes  in  both  efficiency  and  productivity  re- 
sulting from  implementation  of  constrained 
target  rate  of  increase  limits. 

In  developing  the  allowance,  the  Commission 
examined  past  productivity  trends  as  a  basis  for 
establishing  a  reasonable  target  for  the  future. 
For  psychiatric,  rehabilitation,  and  long-term 
care  hospitals,  hospital  labor  productivity  sub- 
stantially improved  in  the  post-PPS  period  com- 
pared with  the  pre-PPS  period.  Using  similar 
indicators,  productivity  in  PPS  hospitals  was 
found  to  decline  slightly  during  the  post-PPS 
period. 

Wide  annual  fluctuations  in  the  excluded  fa- 
cilities' admissions  limit  any  strong  conclusions 
concerning  productivity  trends.  Based  on  the 
data,  the  Commission  believes  that  the  produc- 
tivity target  for  both  excluded  and  PPS  hospi- 
tals should  be  equally  stringent. 

Case-Mix  and  Site-of-Care  Substitution  Ad- 
justments— The  Commission  reaffirms  its  previ- 
ous recommendation  that  there  should  be  no 
adjustments  for  case-mix  change,  real  or  other- 
wise, in  the  target  rate  of  increase  for  excluded 
facilities.  Excluded  facilities  are  not  paid  on  a 
DRG  basis,  and  coding  change  does  not  influ- 
ence their  payments.  Therefore,  any  PPS  adjust- 
ment for  coding  change  is  inappropriate  for 
these  hospitals. 

On  the  other  hand,  excluded  hospitals  may  be 
experiencing  increases  in  the  medical  care 
needs  of  patients  due  to  earlier  transfer  of 
sicker  patients  from  PPS  hospitals.  At  this  time, 
however,  suitable  data  for  estimating  the  degree 
of  case-mix  change  in  excluded  facilities  is  un- 
available. The  Commission  has  attempted  to 
partially  account  for  some  of  this  case-mix 
change  in  the  scientific  and  technological  ad- 
vancement allowance. 
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The  Commission  continues  to  believe  that 
there  is  insufficient  justification  for  including  a 
negative  adjustment  for  site-of-care  substitution 
in  the  excluded  facility  target  rate  of  increase 
limit.  Compared  with  PPS  hospitals,  excluded 
facilities  have  much  weaker  incentives  and  op- 
portunities to  shift  services  to  other  settings.  As 
noted  in  the  case-mix  discussion,  these  facilities 
are  more  likely  to  receive  transfers  from  other 
facilities  than  to  discharge  patients  early  and 
refer  them  elsewhere.  Nevertheless,  some  pre- 
liminary evidence  suggests  that  a  greater  em- 
phasis on  outpatient  treatment  may  be  leading 
to  shorter  stays  and  greater  use  of  post-hospital 
outpatient  services  in  psychiatric  hospitals  (site- 
of-care  substitution).  There  is  not  enough  evi- 
dence, however,  on  which  to  base  a  quantitative 
adjustment.  Moreover,  there  is  no  similar  evi- 
dence for  rehabilitation  facilities.  For  back- 
ground information  supporting  this  recommen- 
dation, see  Technical  Appendix  A. 


Estimated  Increase  in  Excluded  Hospital  Pay- 
ment Limits  for  Fiscal  Year  1988  Under  Com- 
mission Recommendations* 


Fiscal   year    1988  market 

basket  forecast   4.9% 

Correction  for  fiscal  year 

1987  forecast  error   0.0 

Discretionary  adjustment 

factor   —0.5 

Scientific   and  techno- 
logical advancement ....  0.5 

Productivity   —1.0 

Total  change   4.4 


*Excluded  hospitals  are  children's  psychiatric,  rehabilita- 
tion, and  long-term  care. 

Recommendation  6:  Timely  Availability  of 
Medicare  Cost  Report  Data 

Medicare  Cost  Report  data  should  be  rou- 
tinely collected  from  a  sample  of  PPS  hos- 
pitals. The  sample  should  be  made  up  of 
PPS  hospitals  with  accounting  years  that 
begin  in  the  first  four  months  of  the  Fed- 
eral fiscal  year.  Data  from  this  "early 
return"  sample  would  provide  more  timely 
estimates  of  the  costs  of  PPS  hospitals. 
The  Commission  believes  these  data  are 


necessary  for  assessing  the  relationship  be- 
tween PPS  payments  and  hospital  costs 
and  for  analyzing  the  costs  of  individual 
DRGs.  The  Commission  will  complete  fur- 
ther analyses  to  determine  how  an  early 
return  sample  should  be  developed  for  hos- 
pitals excluded  from  PPS  but  subject  to 
the  rate  of  increase  limitations. 

The  Commission  has  previously  identified  the 
need  for  more  timely  hospital  cost  data  for  im- 
proving PPS  and  for  assessing  the  effects  of  PPS 
on  hospitals.  In  ProPAC's  April  1986  report,  the 
Commission  encouraged  the  Secretary  to  con- 
sider alternative  strategies  for  sampling  cost 
report  data.  In  addition,  the  Commission  stated 
its  intention  to  study  the  feasibility  of  develop- 
ing a  representative  sample  of  PPS  hospitals 
from  a  subset  of  hospitals  with  reporting  peri- 
ods beginning  early  in  the  Federal  fiscal  year. 

There  is  a  considerable  lag  in  obtaining  a 
complete  set  of  cost  reports.  The  lag  results  in 
part  because  most  hospitals  have  accounting 
years  that  begin  after  the  start  of  the  Federal 
fiscal  year.  For  example,  the  set  of  cost  reports 
for  the  third  year  of  PPS,  which  began  in  Octo- 
ber 1986,  will  include  hospitals  with  accounting 
years  ending  as  late  as  August  1988.  Hospitals 
have  three  months  to  submit  the  report.  As  a 
result,  it  takes  up  to  15  months  after  the  end  of 
the  fiscal  year  to  receive  a  full  set  of  cost  re- 
ports. Additional  time  would  be  necessary  if  the 
reports  were  to  be  audited.  Time  is  then  needed 
to  enter  the  data  into  the  automated  data  proc- 
essing system.  Thus,  there  is  a  time  lag  of  ap- 
proximately 18  months  to  two  years  from  the 
end  of  the  Federal  fiscal  year  to  the  time  the 
data  can  be  analyzed. 

Sampling  PPS  hospitals  with  accounting 
years  beginning  in  the  first  four  months  of  the 
fiscal  year  could  provide  a  set  of  as-submitted 
(i.e.,  unaudited)  cost  reports  at  least  eight 
months  sooner  than  is  currently  possible.  The 
Commission  has  completed  its  study  of  whether 
cost  data  received  early  (an  "early  return" 
sample)  in  the  fiscal  year  can  be  used  to  esti- 
mate the  cost  characteristics  of  PPS  hospitals  as 
a  whole. 
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ProPAC  sponsored  an  analysis  of  the  repre- 
sentativeness of  the  PPS  hospitals  with  account- 
ing years  that  begin  during  the  first  four 
months  of  the  Federal  fiscal  year.  Empirical 
weights  were  developed  to  make  the  sample  rep- 
resentative of  the  full  set  of  PPS  hospitals.  It 
was  found  that  the  weighted  sample  differed 
very  little  from  the  overall  set  of  hospitals. 
Hospital  characteristics  as  well  as  capital  and 
operating  cost  variables  were  included  in  the 
comparison.  The  study  also  found  that  the  sta- 
tistical precision  of  the  sample  in  estimating 
costs  appears  to  be  very  close  to  that  of  the  full 
set  of  hospitals.  (More  detail  on  the  study  is 
included  in  Technical  Appendix  A.) 

This  study  has  shown  that  empirical  weights 
could  be  developed  for  the  sample  to  produce 
precise  and  representative  cost  estimates  for 
PPS  hospitals.  Thus,  the  Commission  believes 
that  developing  a  sample  of  PPS  hospitals  with 
early  reporting  periods  is  methodologically  fea- 
sible. The  Commission  welcomes  the  opportun- 
ity to  work  with  HCFA  to  develop  such  a 
sample. 

The  Commission  recognizes  that  collecting 
and  processing  these  data  to  develop  usable  ana- 
lytic files  would  require  additional  resources. 
Cost  data  from  the  first  year  of  PPS  has  been 
extremely  valuable  to  the  Commission  in  under- 
standing the  financial  effects  of  PPS  and  in  de- 
veloping recommendations  for  this  report.  None- 
theless, because  the  recommendations  apply  to 
the  fifth  year  of  PPS  while  the  data  are  from 
the  first  year,  the  timeliness  of  the  data  has 
become  a  concern.  Therefore,  the  Commission 
believes  that  the  importance  of  these  data  war- 
rants additional  allocation  of  resources  for  rou- 
tinely collecting  and  processing  cost  data  for  a 
sample  of  hospitals. 

The  Commission  believes  that  a  similar 
sample  should  be  developed  for  hospitals  ex- 
cluded from  PPS  but  subject  to  the  rate  of  in- 
crease limitation.  Information  from  these  cost 
reports  could  be  used  to  determine  the  appropri- 
ate update  for  the  rate  of  increase  limitation  for 
these  hospitals. 

The  Commission  has  completed  a  preliminary 
review  of  the  first-year  PPS  cost  report  data  for 


the  excluded  hospitals.  Only  27  percent  of  the 
excluded  hospitals  have  accounting  years  that 
begin  in  the  first  four  months  of  the  fiscal  year. 
This  compares  with  55  percent  for  PPS  hospi- 
tals. Thus,  it  is  not  clear  that  the  same  early 
return  sampling  scheme  recommended  for  PPS 
hospitals  is  appropriate  for  excluded  hospitals. 
The  Commission  will  complete  further  analyses 
to  determine  how  to  develop  such  a  sample  for 
these  hospitals. 

Capital 

Recommendation  7:  All-Inclusive  Rate 

The  Secretary  should  initiate  a  transition 
to  a  new  capital  payment  method  begin- 
ning in  fiscal  year  1988.  This  method 
should  combine  operating  and  capital  cost 
components  in  a  single  prospective  pay- 
ment per  case. 

This  recommendation  is  a  reaffirmation  of  a 
recommendation  ProPAC  made  in  its  April  1986 
report.  The  Commission  continues  to  be  con- 
vinced that  retrospective  cost-based  reimburse- 
ment for  capital  introduces  distorted  incentives 
for  investment  decision  making  that  need  to  be 
corrected  as  soon  as  possible. 

The  existing  capital  cost  pass-through  fails  to 
encourage  hospitals  to  evaluate  interest  rates  or 
alternative  financing  methods  in  planning  or 
investment  decisions.  This  payment  mechanism 
has  led  some  hospitals  to  undertake  capital  ex- 
pansion projects  that  may  exceed  the  needs  of 
the  population  served,  thereby  resulting  in 
excess  capacity.  The  capital  cost  pass-through 
provides  incentives  for  hospitals  to  inappropri- 
ately substitute  capital  for  labor  or  other  oper- 
ating costs. 

The  Commission  believes  that  the  Medicare 
capital  payment  system  should  provide  hospital 
managers  with  flexibility  to  implement  the 
most  cost-effective  decisions  based  on  their 
institution's  unique  characteristics.  While  cost 
pass-through  payment  limits  reduce  Medicare 
outlays,  this  method  still  fails  to  provide  hospi- 
tals with  appropriate  incentives  to  change  their 
investment  behavior.  For  this  reason,  the  Com- 
mission recommends  that  an  all-inclusive  pay- 
ment rate,  combining  operating  and  capital  cost 
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components  in  a  single  per-case  payment, 
should  be  implemented  beginning  in  Federal 
fiscal  year  1988. 

During  the  discussion  of  capital  payment 
methods,  the  Commission  considered  arguments 
against  recommending  the  all-inclusive  rate  ap- 
proach. It  was  pointed  out  that  this  method  of 
payment  would  represent  an  unprecedented  de- 
parture from  current  reimbursement  practices, 
which  link  payment  amounts  to  hospital  invest- 
ment cycles.  In  addition,  some  Commissioners 
were  concerned  that  a  flat  payment  system 
would  be  insensitive  to  community  need  and 
therefore  potentially  wasteful.  Despite  these 
concerns,  however,  the  Commission  decided  that 
the  advantages  of  an  all-inclusive  rate  outweigh 
the  disadvantages. 

Furthermore,  the  Commission  continues  to 
maintain  that  the  capital  payment  method 
adopted  should  distinguish  between  fixed  capital 
(buildings  and  fixed  equipment)  and  moveable 
capital  (moveable  equipment).  The  method 
should  recognize  differences  in  the  nature  of 
fixed  and  moveable  capital  expenditures  and 
the  incentives  influencing  hospital  decisions  for 
these  components. 

Finally,  the  Commission  is  concerned  about 
the  effects  of  recent  tax  reform  legislation  (Pub. 
L.  99-514)  on  hospitals  during  the  transition  to 
prospective  capital  payments.  This  legislation 
contains  a  provision  that  limits  the  number  of 
times  a  hospital  can  refund  an  existing  tax- 
exempt  bond  issue.  Limitations  on  the  number 
of  refundings  may  impair  some  hospitals'  ability 
to  reduce  their  capital-related  costs.  This  im- 
pairment may,  in  turn,  contribute  to  hospital 
financial  vulnerability  under  new  Medicare  cap- 
ital payment  policy.  The  Commission  will  moni- 
tor the  effects  of  this  legislation  as  it  considers 
alternative  financing  mechanisms  available  to 
reduce  vulnerability  for  certain  hospitals  during 
the  capital  payment  transition  period.  (For 
more  information  on  tax  reform  changes,  see 
Technical  Appendix  A.) 

In  its  deliberations  leading  to  the  reaffirma- 
tion of  the  all-inclusive  rate,  the  Commission 
considered  grandfathering  capital  costs.  The 
proposal  was  advanced  by  members  of  the  hospi- 


tal industry  and  is  under  consideration  by  the 
Congress.  After  reviewing  the  proposal,  the 
Commission  concluded  that  its  phase-in  ap- 
proach is  a  more  equitable  and  appropriate  way 
to  bring  capital  payment  into  PPS. 

Based  on  analysis  conducted  by  ProPAC  staff, 
the  Commission  concluded  that  those  hospitals 
that  grandfathering  was  intended  to  protect 
(i.e.,  hospitals  with  recent  major  capital  expend- 
itures) are  reasonably  protected  under  a  capital 
payment  transition  plan  similar  to  that 
proposed  by  the  Commission.  Furthermore,  the 
magnitude  of  individual  hospital  gains  and 
losses  relative  to  actual  cash  needs  is  far 
greater  under  grandfathering  than  under  a 
more  traditional  capital  payment  approach  as 
recommended  by  ProPAC.  Finally,  the 
grandfathering  approach  poses  potential  serious 
financial  hardship  for  hospitals  that  need  to 
build  in  the  near  future,  yet  miss  the 
grandfathering  deadline.  Therefore,  the  Com- 
mission rejected  the  grandfathering  approach 
and  adopted  the  capital  payment  plan  outlined 
in  the  following  recommendations.  (For  a 
description  of  the  analysis,  see  Technical  Ap- 
pendix A.) 

Recommendation  8:  Level  of  Federal  Capital 
Payment 

Capital  payments  should  be  added  to  the 
Federal  portion  of  PPS  payments  for  hos- 
pital cost  reporting  years  beginning  in 
fiscal  year  1988  at  a  spending  level  consist- 
ent with  that  established  by  the  Omnibus 
Budget  Reconciliation  Act  of  1986. 

The  level  for  fiscal  years  1988  and  1989 
should  be  based  on  official  Medicare  inpa- 
tient capital  spending  projections  in  fiscal 
year  1987.  The  projections  should  include 
all  capital  components  as  presently  deter- 
mined on  a  reasonable  cost  basis. 

The  Omnibus  Budget  Reconciliation  Act  of 
1986  requires  the  Secretary  to  reduce  the 
amounts  for  capital-related  payments  to  PPS 
hospitals  (determined  on  a  reasonable  cost  basis) 
by  3.5  percent,  7  percent,  and  10  percent  for 
portions  of  cost-reporting  periods  occurring  in 
Federal  fiscal  years  1987  through  1989,  respec- 
tively. OBRA  1986  recognizes  that  the  Secretary 
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has  the  authority  to  incorporate  capital  pay- 
ments into  the  prospective  payment  system  or 
to  continue  payments  on  a  reasonable  cost  basis. 
However,  the  Secretary  may  choose  to  incorpo- 
rate capital  into  PPS  by  regulations.  If  this 
occurs,  Medicare  aggregate  payment  amounts 
for  capital  under  the  new  system  must  be  the 
same  as  they  would  have  been  if  they  were 
determined  on  a  reasonable  cost  basis  subject  to 
the  above  reductions.  Sole  Community  Hospitals 
are  exempt  from  the  reductions  specified  above. 
Furthermore,  if  the  Secretary  implements,  by 
regulation,  a  new  system  for  capital  payment, 
Sole  Community  Hospitals  would  be  exempt 
from  the  new  system  for  the  first  three  years. 

The  Commission  recognizes  that  the  Congress 
may  limit  capital  payments  in  the  future.  In 
addition,  the  Secretary  may  constrain  the  in- 
crease in  capital  expenditures  after  Federal 
fiscal  year  1989,  when  the  reductions  required 
by  OBRA  1986  expire. 

The  Secretary  should  project  actual  inpatient 
capital  spending  levels  under  cost-based  reim- 
bursement for  Federal  fiscal  years  1988  and 
1989  based  on  the  best  data  available  in  Federal 
fiscal  year  1987.  The  spending  reductions  re- 
quired under  OBRA  1986  should  be  taken  from 
these  projections.  The  Commission  believes  that 
this  approach  would  prevent  hospitals  from 
being  penalized  if  they  respond  positively  to  the 
incentives  of  a  new  capital  payment  system. 

Furthermore,  the  Commission  believes  that, 
in  establishing  the  payment  level  for  Federal 
fiscal  years  1988  and  1989,  the  Secretary  should 
not  apply  all  the  spending  reductions  required 
by  OBRA  1986  to  the  Federal  portion  of  the 
capital  payment  amount.  Such  reductions 
should  not  disproportionately  affect  one  capital 
component  more  than  another. 

As  hospital  capital  payments  become  more  de- 
pendent on  the  Federal  portion,  financial  prob- 
lems could  arise.  The  Commission  believes  that 
the  hospital-specific  and  Federal  payments,  and 
the  fixed  and  moveable  portions  of  these  pay- 
ments, should  be  reduced  equitably.  This  would 
provide  appropriate  incentives  for  hospitals  to 
reduce  overall  capital  spending  levels,  while 
affording  them  an  opportunity  to  adjust  their 


behavior.  The  Commission  is  concerned  that  the 
Secretary  may  apply  all  the  spending  reductions 
required  by  OBRA  1986  to  the  Federal  portion 
of  the  capital  payment  amount.  If  this  happens, 
the  Federal  portion  could  be  severely  con- 
strained in  the  later  years  of  the  transition. 
This  could  lead  to  a  Federal  payment  amount 
that  is  lower  than  may  otherwise  be  desirable. 

The  Commission  recognizes  that  in  attempt- 
ing to  be  in  accordance  with  OBRA  1986  while 
moving  toward  a  new  method  of  capital  pay- 
ment, desired  long-term  savings  may  not  be  at- 
tained immediately.  It  is  more  important  that 
hospitals  be  afforded  a  smooth  transition  and  an 
opportunity  to  adjust  their  behavior  without 
major  financial  disruption. 

The  Commission  intends  to  closely  monitor 
the  appropriateness  of  the  level  of  Federal  cap- 
ital payments  during  Federal  fiscal  years  1988 
and  1989,  and  encourages  the  Secretary  to  do 
likewise.  Information  obtained  during  this 
period  will  help  determine  what  capital  pay- 
ment limits,  if  any,  should  be  imposed  after  Fed- 
eral fiscal  year  1989. 

Recommendation  9:  Capital  Payment 
Transition 

The  transition  to  Federal  capital  payments 
under  PPS  should  begin  in  fiscal  year  1988 
in  the  following  manner. 

•  Payments  for  fixed  capital  should  be 
phased  in  over  a  ten-year  period  on  a 
straight-line  basis. 

•  Payments  for  moveable  capital  should 
be  phased  in  over  a  three-year  period 
on  a  straight-line  basis. 

•  Hospital-specific  fixed  and  moveable 
capital  payment  portions  should  be 
based  on  the  actual  capital  costs  in- 
curred during  each  year  of  the  transi- 
tion. 

The  Commission  reiterates  its  belief  that  hos- 
pitals need  a  transition  period  to  help  them 
absorb  the  financial  impact  of  a  new  Medicare 
capital  payment  system  and  to  adjust  their 
spending  behavior  accordingly.  Further,  the 
Commission  believes  that  during  this  transition 
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period  hospital-specific  payments  should  be 
based  on  actual  capital  costs.  This  will  assist 
hospitals  in  meeting  their  debt  obligations  and 
encourage  cost-effective  capital  decision  making 
in  the  future. 

The  Commission  continues  to  believe  that  the 
transition  for  fixed  capital  should  be  relatively 
long.  The  capital  payment  system  should  allow 
for  the  long-term  nature  of  fixed  capital  expend- 
itures and  the  need  for  hospitals  to  meet 
financial  commitments  obligated  prior  to  the  be- 
ginning of  PPS. 

In  the  April  1986  report  to  the  Secretary,  the 
Commission  recommended  a  seven-  to  ten-year 
transition  for  fixed  capital.  Since  that  time,  the 
Commission  has  conducted  additional  analyses 
comparing  these  two  transition  options.  The 
Commission  concluded  that  a  ten-year 
transition  provided  more  financial  protection  to 
a  broader  group  of  hospitals.  Additional  analysis 
indicated  that  a  ten-year  transition  provided 
adequate  protection  from  significant  financial 
hardship.  (See  Technical  Appendix  A.)  Hence, 
the  Commission  has  revised  its  recommendation 
accordingly  to  include  a  ten-year  transition  for 
fixed  capital.  During  the  transition,  the 
hospital-specific  payment  share  would  decline 
by  approximately  10  percent  a  year,  and  the 
Federal  payment  share  would  increase  by  ap- 
proximately 10  percent  a  year. 

After  considering  information  provided  by 
representatives  of  the  health  care  industry,  the 
Commission  also  reexamined  its  position  regard- 
ing a  transition  for  moveable  capital  expenses. 
The  Commission  concluded  that  a  transition  for 
moveable  capital  would  allow  hospitals  greater 
flexibility  and  reduced  financial  risk  while 
moving  to  prospective  payments  for  moveable 
capital. 

Consequently,  the  Commission  decided  to  in- 
corporate a  three-year  transition  for  moveable 
capital  into  its  capital  payment  recommenda- 
tion. The  hospital-specific  payment  share  would 
decline  by  approximately  33  percent  a  year,  and 
the  Federal  payment  share  would  increase  by 
approximately  33  percent  a  year. 


The  Commission  reiterates  its  position  that 
movement  to  an  all-inclusive  payment  under 
PPS  is  its  primary  objective  in  developing  a 
capital  payment  policy.  The  transition  mecha- 
nism incorporated  in  such  policy  should  ensure 
that  most  hospitals  can  meet  their  long-term 
capital  commitments  while  providing  incentives 
to  make  cost-effective  capital  decisions  for  the 
future. 

Recommendation  10:  Institutional  Neutrality 

Until  the  start  of  the  transition  to  an  all- 
inclusive  PPS  payment  rate,  the  Secretary 
should  provide  supplemental  payments  to 
hospitals  for  capital  costs  incurred  at  other 
facilities.  These  costs  are  not  currently  re- 
imbursed by  Medicare. 

Capital  payment  policy  under  PPS  should 
allow  for  fair  payment  of  capital-related  ex- 
penses associated  with  providing  services  to 
Medicare  patients,  regardless  of  the  site  of  care. 
Inpatients  may  receive  services  at  a  facility 
other  than  the  hospital  that  receives  the  DRG 
payment.  Currently,  Medicare  does  not  pay  the 
capital-related  costs  of  providing  these  services. 
Thus,  hospitals  have  an  incentive  to  provide  all 
services  in-house,  even  if  this  is  not  the  most 
efficient  use  of  resources. 

When  a  hospital  contracts  with  another 
facility  to  provide  patient  services,  the  hospital 
is  billed  by  the  other  facility  for  operating  and 
capital-related  costs.  However,  the  capital- 
related  costs  are  not  used  in  the  calculation  of 
the  hospital's  capital  pass-through  payment. 
(See  Technical  Appendix  A.) 

Supplemental  payments  for  these  capital  costs 
should  be  made  until  the  start  of  a  transition  to 
an  all-inclusive  payment  rate.  Under  an  all-in- 
clusive rate,  hospitals  would  receive  a  payment 
reflecting  the  total  costs  (i.e.,  both  operating 
and  capital  costs)  of  all  services  provided,  re- 
gardless of  the  delivery  site.  Hospital  managers 
would  have  an  incentive  to  select  the  most  cost- 
effective  method  and  site  of  treatment  for  Medi- 
care inpatients. 

The  Secretary  also  should  consider  the  extent 
to  which  this  problem  affects  hospitals  that  are 
exempt   from   PPS.   The   payment  incentives 
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described  previously  also  apply  to  exempt 
hospitals,  because  their  operating  costs  are  sub- 
ject to  the  rate  of  increase  limits. 

Recommendation  11:  Capital  Exceptions 
Process 

The  Secretary  should  develop  an  excep- 
tions policy  to  assist  hospitals  that  are  vul- 
nerable to  financial  hardship  when  capital 
payment  is  included  under  PPS.  Hospital 
eligibility  criteria  should  emphasize  the 
goal  of  ensuring  continued  access  of  Medi- 
care beneficiaries  to  high-quality  hospital 
services.  The  exceptions  policy  should  not 
be  used  to  protect  hospitals  simply  because 
they  are  in  financial  difficulty.  Therefore, 
a  limited  dollar  pool  should  be  made  avail- 
able with  strict  criteria  to  be  used  in  deter- 
mining which  hospitals  would  be  eligible 
for  a  capital  payment  adjustment. 

The  Commission  believes  that,  while  its  pro- 
posed capital  payment  system  is  adequate  for 
the  vast  majority  of  hospitals,  some  hospitals 
may  experience  financial  hardship  as  a  result  of 
new  policy.  During  the  past  year,  ProPAC  spon- 
sored the  development  of  a  capital  investment 
model  and  conducted  analysis  to  estimate  the 
magnitude  and  distribution  of  hospitals  that  are 
vulnerable  as  a  direct  result  of  new  capital  pay- 
ment policy. 

Analysis  results  indicate  that  few  hospitals 
appear  to  be  vulnerable  as  a  result  of  the  inclu- 
sion of  capital  into  PPS.  (See  Technical  Appen- 
dix A.)  Furthermore,  capital  vulnerability 
appears  to  be  evenly  distributed  across  hospital 
classes  as  currently  defined  for  Medicare  pay- 
ment purposes.  Analysis  results  also  indicate 
that  ProPAC's  capital  payment  plan  provides 
appropriate  incentives  for  hospitals  to  evaluate 
overall  financial  condition  and  capacity  utiliza- 
tion and  to  adjust  their  capital  spending  behav- 
ior accordingly. 

Nevertheless,  the  Commission  is  concerned 
that  quality  and  accessibility  of  care  for  Medi- 
care beneficiaries  may  be  jeopardized  by  the 
vulnerability  of  some  hospitals  to  financial 
hardship  when  capital  payment  is  included 
under  PPS.  Therefore,  the  Commission  recom- 


mends that  an  exceptions  policy  be  adopted  to 
address  the  financial  needs  of  these  institutions. 

The  transition  to  an  all-inclusive  rate,  as  the 
Commission  has  recommended,  should  not  be 
contingent  on  the  development  of  an  exceptions 
policy.  Most  capital-vulnerable  hospitals  would 
not  experience  financial  shortfalls  during  the 
early  years  of  the  transition  to  ProPAC's  capital 
payment  system.  The  Commission  believes  that, 
during  this  period,  capital  payments  are  suffi- 
cient to  meet  the  hospital's  cash  needs.  Even  so, 
the  Secretary  should  develop  an  exceptions 
process  as  soon  as  possible.  This  process  will 
enable  hospitals  to  better  plan  future  capital 
investments  and  assist  those  that  will  become 
capital  vulnerable  in  later  years. 

The  exceptions  policy  should  not  focus  on  a 
single  class  of  hospitals.  Instead,  its  should 
consider  hospital  financial  condition  and  benefi- 
ciary access  in  determining  eligibility  and  ap- 
propriate remedies.  Furthermore,  the  exceptions 
process  should  be  budget  neutral,  deriving  funds 
from  aggregate  capital  payments  for  hospitals. 

The  Commission  will  continue  to  study  the 
issue  of  capital  vulnerability  in  an  effort  to 
assist  the  Secretary  in  developing  an  exceptions 
policy.  Efforts  will  focus  on  better  understand- 
ing the  nature,  distribution,  and  factors  influ- 
encing capital  vulnerability.  The  Commission 
also  plans  to  examine  financing  mechanisms 
that  may  assist  capital-vulnerable  hospitals 
during  periods  of  financial  difficulty. 

Adjustments  to  the  Payment  Formula 

Recommendation  12:  Improving  the 
Definition  of  Hospital  Labor  Market  Areas 

The  Secretary  should  adopt  improved  defi- 
nitions of  hospital  labor  market  areas. 

•  For  urban  areas,  the  Secretary  should 
modify  the  current  Metropolitan  Statis- 
tical Areas  to  distinguish  between 
central  and  outlying  areas.  The  central 
area  should  be  defined  using  urbanized 
areas  as  designated  by  the  Census 
Bureau. 
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•  For  rural  areas,  the  Secretary  should 
distinguish  between  urbanized  rural 
counties  and  other  rural  counties 
within  each  state.  Urbanized  rural 
counties  should  be  defined  as  counties 
with  a  city  or  town  having  a  population 
of  25,000  or  greater. 

The  implementation  of  improved  defini- 
tions should  not  result  in  any  change  in 
aggregate  hospital  payments.  Furthermore, 
these  definitions  should  not  affect  the  as- 
signment of  hospitals  to  urban  or  rural 
areas  for  purposes  of  determining  stand- 
ardized amounts. 

In  its  April  1985  report,  the  Commission  rec- 
ommended that  the  Secretary  improve  the  defi- 
nition of  hospital  labor  market  areas  to  better 
account  for  wage  variation  within  urban  and 
rural  areas.  This  recommendation  was  sup- 
ported by  evidence  of  substantial  wage  variation 
between  inner-city  and  suburban  hospitals  with- 
in several  large  Metropolitan  Statistical  Areas 
(MSAs).  The  Commission  expressed  concern  that 
substantial  wage  variation  might  also  be  found 
within  rural  areas.  During  1985,  the  Commis- 
sion initiated  a  major  study  to  determine  meth- 
ods for  improving  labor  market  area  definitions. 
In  its  April  1986  report,  ProPAC  reiterated  its 
previous  recommendation  and  called  for  the 
Secretary  to  adopt  improvements  no  later  than 
fiscal  year  1988. 

The  Commission  continues  to  believe  that  im- 
provements in  the  definition  of  labor  market 
areas  are  necessary  to  increase  the  equity  of 
hospital  payments.  Under  PPS,  hospital  pay- 
ments are  adjusted  using  the  area  wage  index  to 
reflect  area  differences  in  the  cost  of  labor.  This 
index  is  defined  as  the  ratio  of  the  average  wage 
within  a  labor  market  area  to  the  national  aver- 
age wage  for  all  labor  market  areas. 

For  fiscal  year  1987,  there  are  365  labor 
market  areas  consisting  of  317  urban  areas  and 
48  rural  areas.  Urban  labor  markets  are  desig- 
nated according  to  MSAs  as  defined  by  the  Ex- 
ecutive Office  of  Management  and  Budget. 
Rural  labor  markets  are  designated  as  all  re- 
maining counties  within  a  state  that  are  not 
included  within  an  MSA. 


ProPAC's  study  of  hospital  wages,  which  is 
described  in  Technical  Appendix  A,  confirms 
the  Commission's  belief  that  large  wage  vari- 
ations occur  within  the  current  labor  market 
areas.  Moreover,  evidence  from  this  study 
indicates  that  improved  definitions  are  neces- 
sary for  both  urban  and  rural  labor  market 
areas.  The  Commission  believes  that  the  most 
practical  method  for  improving  these  definitions 
is  to  identify  additional  labor  markets  within 
the  current  area  definitions.  This  method  would 
not  change  the  current  boundaries  between 
urban  and  rural  areas. 

The  Commission  believes  that  the  greatest  im- 
provement in  urban  areas  can  be  achieved  by 
dividing  MSAs  into  urbanized  and  nonurbanized 
areas.  Hospitals  within  urbanized  areas,  on 
average,  have  wages  almost  16  percent  higher 
than  hospitals  in  nonurbanized  areas.  Urban- 
ized areas  within  an  MSA  are  defined  by  the 
Census  Bureau  based  on  census  tracts  that  con- 
tain a  population  density  of  1,000  per  square 
mile  or  greater.  Urbanized  area  designations 
are  updated  after  each  census.  About  84  percent 
of  all  urban  hospitals  are  located  in  urbanized 
areas. 

For  rural  areas,  the  Commission  believes  that 
the  greatest  improvement  can  be  achieved  by 
dividing  rural  counties  within  each  state  into 
urbanized  and  other  counties.  The  average  hos- 
pital wage  within  urbanized  rural  counties  is 
about  8.5  percent  higher  than  the  average  wage 
within  nonurbanized  counties.  About  8  percent 
of  all  rural  hospitals  are  located  in  urbanized 
rural  counties. 

The  Commission's  recommendation,  if  imple- 
mented, would  raise  the  number  of  labor 
market  areas  from  365  to  563.  The  Commission 
believes  that  the  administrative  cost  associated 
with  this  change  is  far  outweighed  by  the  associ- 
ated increase  in  the  equity  of  hospital  pay- 
ments. 

The  Commission  recognizes  that  the  Secretary 
does  not  have  the  authority  to  reassign  counties 
to  MSAs  or  to  alter  MSA  designations.  This 
recommendation,  however,  does  not  require  the 
Secretary  to  change  any  of  the  current  urban/ 
rural  boundaries.  Furthermore,  the  Commission 
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believes  that  the  Secretary  has  the  authority, 
under  Section  1886(d)(3)(E)  of  the  Social  Security 
Act,  to  implement  the  improvements  proposed 
in  this  recommendation. 

Recommendation  13:  Improving  the  Area 
Wage  Index 

The  Secretary  should  update  the  hospital 
wage  data  necessary  for  calculating  the 
area  wage  index  on  a  regular  basis.  This 
updated  information  should  include  data 
on  the  wages  and  hours  of  employment  for 
hospital  occupational  categories. 

Because  of  the  importance  of  the  area  wage 
adjustment,  the  Commission  believes  that  the 
HCFA  survey  of  hospital  wages  should  be  up- 
dated on  a  regular  basis  to  reflect  changes  in 
the  relative  cost  of  hospital  labor  in  different 
labor  market  areas. 

During  the  first  two  years  of  the  prospective 
payment  system,  the  wage  index  was  based  on  a 
national  survey  of  hospital  wages  and  employ- 
ment maintained  by  the  Bureau  of  Labor  Statis- 
tics (BLS).  The  BLS  survey  contained  several 
important  technical  limitations,  however,  that 
affected  the  accuracy  of  the  area  wage  index. 
One  important  limitation  was  that  the  survey 
did  not  distinguish  between  part-time  and  full- 
time  employees.  As  a  result,  the  BLS  wage 
index  underestimated  the  cost  of  labor  in  areas 
that  employ  an  above-average  share  of  part-time 
workers. 

To  address  this  limitation,  HCFA  conducted 
its  own  survey  of  wages  in  hospitals  subject  to 
the  prospective  payment  system.  This  survey 
measures  the  total  hours  of  employment  in  each 
hospital  rather  than  the  total  number  of  em- 
ployees. This  change  permits  a  more  accurate 
measurement  of  the  impact  of  part-time  employ- 
ees on  average  area  wages.  Beginning  May  1, 
1986,  the  Secretary  implemented  a  revised  wage 
index  based  on  the  HCFA  wage  survey.  In  fiscal 
year  1987,  the  wage  index  is  also  based  on  this 
survey,  with  minor  changes  to  reflect  the  reas- 
signment of  several  rural  counties  to  urban 
areas. 

The  HCFA  wage  survey,  however,  is  based  on 
data  from  hospital  fiscal  years  that  ended  in 


calendar  year  1982.  This  was  prior  to  the  imple- 
mentation of  the  prospective  payment  system, 
which  has  had  a  dramatic  impact  on  hospitals 
and  their  staffing  patterns.  The  Commission  be- 
lieves, therefore,  that  the  HCFA  survey  should 
be  updated  on  a  regular  basis  to  reflect  changes 
in  the  relative  costliness  of  hospital  labor. 

Another  important  limitation  of  the  HCFA 
survey-based  wage  index  is  that  it  does  not  ac- 
count for  variations  in  hospital  occupational 
mix.  Variations  in  occupational  mix  may  be  re- 
lated to  factors  such  as  hospital  case  mix  and 
teaching  activity  that  are  already  accounted  for 
in  hospital  payments.  Hospitals  in  areas  that 
employ  an  above-average  mix  of  occupational 
skills,  therefore,  may  be  overcompensated  for 
their  higher  labor  costs. 

Findings  from  the  ProPAC-sponsored  study  of 
hospital  wages  suggests  that  occupational  mix 
does  have  an  impact  on  hospital  wages.  The 
magnitude  of  this  impact,  however,  is  difficult 
to  determine  because  the  available  data  for 
measuring  hours  of  employment  and  wages 
among  different  occupational  categories  are 
very  limited.  The  Commission  believes,  there- 
fore, that  these  data  should  be  collected  as  part 
of  a  regular  update  of  the  hospital  wage  survey. 
The  data  could  then  be  analyzed  to  determine 
whether  an  adjustment  to  the  area  wage  index 
is  warranted  to  account  for  the  impact  of  occu- 
pational mix. 

Recommendation  14:  Extension  of  Volume 
Protection  to  All  Isolated,  Rural  Hospitals 

The  Secretary  should  seek  legislation  to 
expand  the  eligibility  for  a  PPS  volume 
adjustment  to  all  isolated,  rural  hospitals 
that  meet  the  criteria  for  Sole  Community 
Hospital  status.  Eligibility  should  not  be 
limited  to  those  that  have  obtained  such 
status  in  order  to  maintain  75  percent  hos- 
pital-specific payments. 

Current  legislation  grants  the  Secretary  the 
authority  to  adjust  payments  to  Sole  Commu- 
nity Hospitals  that  incur  volume  declines  of  5 
percent  or  more  due  to  circumstances  beyond 
the  hospital's  control.  This  authority  expires  on 
October  1,  1988. 
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The  SCH  adjustment  was  established  at  the 
time  routine  per-diem  cost  limits  were  imposed 
under  Section  223  of  the  1972  Social  Security 
Amendments  and  thus  predates  PPS.  The  provi- 
sion was  adopted  to  protect  beneficiaries  from 
additional  charges  that  the  hospital  could 
legally  bill  under  the  legislation.  It  was  also 
intended  to  help  ensure  that  such  patients 
would  not  be  turned  away  from  facilities  be- 
cause of  insufficient  Medicare  payments.  If  no 
reasonable  alternative  existed  for  hospital  care, 
it  was  argued  that  the  burden  of  the  additional 
charges  or  denial  of  care  would  fall  heavily  on 
the  elderly. 

The  concern  for  beneficiary  access  also 
underlies  the  continuation  of  the  SCH  exception 
under  PPS.  In  this  case,  the  concern  relates  to 
the  impact  of  hospital  insolvency  on  Medicare 
beneficiary  access  to  care.  Hospitals  that 
become  insolvent  cannot  continue  to  provide 
care  to  anyone.  In  isolated  areas  with  single 
hospital  providers,  hospital  closure  would  likely 
force  area  residents  to  travel  long  distances  to 
receive  care.  While  this  might  not  be  unduly 
burdensome  for  the  general  population,  it  could 
create  a  significant  barrier  to  care  for  Medicare 
beneficiaries. 

HCFA  has  specified  that  to  qualify  as  a  Sole 
Community  Hospital  under  PPS,  a  hospital 
must  meet  one  of  the  following  conditions: 

•  It  must  be  located  more  than  50  miles 
from  a  similar  hospital. 

•  It  must  be  located  between  25  and  50 
miles  from  a  similar  hospital  and  meet 
one  of  the  following  criteria: 

—  The  hospital  must  be  the  exclusive 
provider  to  at  least  75  percent  of  the 
service  population,  or  to  at  least  75 
percent  of  the  Medicare  beneficiaries 
in  its  area,  or 

—  The  hospital  must  have  fewer  than  50 
beds;  further,  the  Peer  Review  Orga- 
nization or  intermediary  must  certify 
that  the  hospital  failed  to  meet  the 
exclusive  provider  criteria  because 
specialty  services  were  unavailable, 


forcing  beneficiaries  to  seek  care  out- 
side the  area,  or 

—  The  hospital  must  be  isolated  from 
similar  hospitals  for  at  least  one 
month  a  year  due  to  local  topography 
or  prolonged  periods  of  severe 
weather. 

•  It  must  be  located  between  15  and  25 
miles  from  a  similar  hospital  and  be  iso- 
lated for  at  least  one  month  a  year  due 
to  local  topography  or  severe  weather 
conditions. 

Currently,  363  hospitals  are  designated  SCHs. 
There  are  a  few  urban  SCHs;  the  majority  are 
small,  rural  facilities.  All  rural  hospitals  that 
qualify  for  SCH  status  do  not,  however,  apply 
for  it.  The  precise  number  of  hospitals  that 
would  otherwise  qualify  for  SCH  status  is  un- 
known. For  these  hospitals,  the  financial  advan- 
tages of  the  national  PPS  rate  may  outweigh 
the  financial  protections  afforded  by  SCH 
status. 

The  SCH  provision  attempts  to  protect  iso- 
lated hospitals  from  insolvency  in  three  ways. 
First,  payment  is  based  on  a  combination  of  75 
percent  hospital-specific  and  25  percent  Federal 
rates.  Second,  there  is  a  three-year  exemption  of 
Sole  Community  Hospitals  from  capital  pay- 
ment cuts  and  from  capital  prospective  payment 
if  such  hospitals  were  so  classified  before  Octo- 
ber 1,  1990.  Third,  payment  is  adjusted  for  a 
decline  in  discharges  of  more  than  5  percent 
over  the  preceding  cost  period,  if  the  decline  is 
due  to  factors  beyond  the  hospital's  control. 

The  volume  adjustment  is  recalculated  annu- 
ally. A  hospital  must  experience  a  volume  de- 
cline each  year  of  greater  than  5  percent.  The 
adjustment  is  calculated  based  on  a  careful  eval- 
uation of  the  fixed  and  semifixed  costs  incurred 
during  the  period  in  which  the  volume  decline 
occurred.  Based  on  this  evaluation,  an  adjust- 
ment is  made  for  the  fixed  and  semifixed  costs 
not  covered  under  cost-based  reimbursement  for 
capital  costs. 

To  qualify  for  a  volume  adjustment,  a  hospital 
must  accept  continuation  of  payment  that  is 
based  on  75  percent  of  its  own  historical  (gener- 
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ally  1982)  costs.  This  provision  was  designed  to 
protect  hospitals  whose  cost  per  case  was  higher 
than  the  national  rural  average.  In  effect,  this 
provision  constituted  a  potential  subsidy  to  hos- 
pitals that  met  the  criteria  for  SCH  status. 

Recent  HCFA  studies  show,  however,  that 
per-case  costs  among  a  significant  number  of 
SCHs  are  below  the  national  average.  ProPAC 
analyses  also  indicate  that  per-case  costs  for  a 
significant  proportion  of  small  rural  hospitals 
(those  with  fewer  than  50  beds)  are  lower  than 
the  national  average.  Consequently,  some  hospi- 
tals experiencing  large  declines  in  volume  face  a 
dilemma.  They  must  choose  between  higher  na- 
tional payment  to  help  defray  revenue  loss 
caused  by  declining  volume,  or  lower  payment — 
but  potentially  greater  protection  from  this  phe- 
nomenon— afforded  by  SCH  status. 

If  the  goal  of  the  volume  protection  provision 
is  to  protect  isolated  hospitals  from  financial 
risk  due  to  volume  declines  outside  their 
control,  the  Commission  believes  it  should  be 
extended  to  all  hospitals  that  might  be  so  classi- 
fied under  the  SCH  criteria.  Under  these 
circumstances,  an  isolated  hospital  that  has 
demonstrated  financial  vulnerability  due  to 
volume  declines  beyond  its  control  would  be  eli- 
gible for  a  volume  adjustment  but  still  could 
receive  the  national  rate. 

This  recommendation  could  be  regarded  as  a 
way  to  subsidize  isolated  hospitals.  But  the 
original  SCH  provision  has  already  provided 
subsidies  to  a  subgroup  of  isolated  hospitals  to 
maintain  stand-by  capacity  in  areas  with  less 
than  average  demand  for  hospital  services.  In 
effect,  the  Commission's  recommendation  would 
expand  protection  to  a  greater  proportion  of 
Medicare  beneficiaries  whose  access  to  health 
care  is  provided  by  isolated  hospitals.  For  more 
information  on  this  recommendation,  see  Tech- 
nical Appendix  A. 

Recommendation  15:  Clarification  of  Sole 
Community  Hospital  Volume  Exception 
Criteria 

Before  fiscal  year  1988  begins,  the  Secre- 
tary should  issue  instructions  for  imple- 
menting the  Sole  Community  Hospital 
volume  adjustment  that  clarify  the  in- 


terpretation of  the  criteria  used  to  grant 
such  an  adjustment.  The  application  proc- 
ess for  a  volume  adjustment  should  be  sim- 
plified. 

Currently,  hospitals  that  meet  the  criteria  for 
Sole  Community  Hospital  status  and  experience 
more  than  a  5  percent  decrease  in  their  total 
discharges  for  inpatients  in  the  preceding  cost 
reporting  period  are  eligible  for  a  volume  pay- 
ment adjustment.  The  Health  Care  Financing 
Administration  has  issued  regulations  outlining 
the  criteria  and  procedures  to  be  followed  in 
granting  this  adjustment  (42  CFR  Part  412.92; 
50  Fed.  Reg.  pp.  491-492,  March  29,  1985).  To 
qualify,  a  SCH  must:  (1)  submit  documentation 
to  the  intermediary  demonstrating  the  size  of 
the  decrease,  (2)  show  the  impact  on  per-case 
costs,  and  (3)  show  that  the  decrease  is  due  to 
extraordinary  circumstances  beyond  the  hospi- 
tal's control,  including  (but  not  limited  to) 
strikes,  fires,  floods,  earthquakes,  inability  to 
recruit  essential  physician  staff,  or  unusually 
prolonged  severe  weather  conditions. 

HCFA  determines  on  a  case-by-case  basis 
whether  an  adjustment  will  be  granted  and  the 
amount  of  that  adjustment.  This  adjustment  is 
based  on:  (1)  a  determination  of  whether  the 
above  qualifications  have  been  met,  and  (2)  an 
assessment  of  the  reasonable  cost  of  maintain- 
ing necessary  hospital  staff  and  services  and  the 
hospital's  fixed  and  semifixed  costs  not  reim- 
bursed on  a  reasonable  cost  basis. 

According  to  recent  HCFA  data,  only  11  of 
the  approximately  363  SCHs  have  applied  for  a 
volume  adjustment  since  the  beginning  of  PPS. 
Of  these  hospitals,  seven  have  been  denied  a 
volume  adjustment:  four  because  the  hospital 
continued  to  experience  profits  despite  the  de- 
cline, and  three  because  extraordinary  circum- 
stances had  not  been  demonstrated.  In  two  of 
the  latter  three  cases,  the  hospitals  claimed  that 
local  economic  problems  had  caused  precipitous 
volume  declines.  HCFA  has  viewed  such  circum- 
stances as  insufficient,  in  and  of  themselves,  to 
justify  a  volume  adjustment. 

Given  the  large  average  volume  declines  ob- 
served in  small  rural  hospitals  since  1984,  the 
lack  of  applications  for  a  volume  adjustment  is 
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surprising.  In  part,  the  small  number  of  applica- 
tions may  reflect  uncertainty  by  both  providers 
and  intermediaries  about  what  constitutes  "ex- 
traordinary circumstances."  For  example,  what 
evidence  is  required  to  demonstrate  the  inabil- 
ity to  recruit  essential  physician  staff?  Under 
what  circumstances  could  a  hospital  demon- 
strate that  local  economic  circumstances  have 
significantly  reduced  the  demand  for  hospital 
services?  Generally,  clarification  of  regulations 
is  provided  in  implementation  instructions  to 
the  intermediaries.  These  instructions  have  not 
yet  been  issued. 

Implementing  instructions  that  clarify 
volume  adjustment  qualifying  criteria  would 
provide  a  basis  for  both  hospitals  and 
intermediaries  to  determine  the  reasonableness 
of  the  currently  applied  criteria.  Furthermore, 
such  instructions  might  facilitate  implementa- 
tion of  a  simplified  adjustment  process.  Instruc- 
tions could  be  developed  that  would  permit 
granting  an  automatic  adjustment  if  certain  cri- 
teria were  met.  This  process  would  allow  the 
hospitals  to  determine  whether  developing  the 
necessary  information  to  apply  for  an  adjust- 
ment would  be  worth  the  effort.  It  would  also 
provide  intermediaries  with  uniform  guidelines 
on  which  to  base  their  advice  to  hospitals.  For 
more  information  on  this  recommendation,  see 
Technical  Appendix  A. 

Recommendation  16:  Evaluation  of  Current 
PPS  Payment  Policies  for  Rural  Hospitals 

The  Secretary  should  complete  the  studies 
mandated  by  Congress  in  the  original  PPS 
and  deficit  reduction  legislation  and  make 
them  publicly  available  as  soon  as  possible. 

•  The  study  on  the  feasibility  and  impact 
of  eliminating  or  phasing  out  separate 
urban  and  rural  DRG  prospective  pay- 
ment rates  should  reflect  analyses 
based  on  first-year  PPS  Medicare  Cost 
Reports  and,  if  possible,  preliminary 
findings  from  the  second  year  of  PPS. 

•  The  study  of  Sole  Community  Hospitals 
should  be  supplemented  by  an  evalua- 
tion of  the  appropriateness  of  current 
Medicare  payment  policies  for  all  small, 
isolated  rural  hospitals. 


The  Commission  also  intends  to  examine 
these  issues  and  will  share  its  findings  with 
the  Congress  and  the  Secretary  as  they  are 
developed. 

In  the  Social  Security  Act  amendments  of 
1983  and  the  Deficit  Reduction  Act  of  1985,  Con- 
gress required  the  Secretary  to  study  and  report 
on  a  number  of  issues  related  to  rural  hospitals. 
None  of  the  reports  have  been  submitted  to 
Congress.  Preliminary  analyses  of  recent  data 
suggest  that  there  continue  to  be  potential  in- 
equities in  the  treatment  of  rural  hospitals 
under  PPS.  Medicare  payment  policies  need  to 
be  thoroughly  evaluated  to  ensure  that  they  do 
not  inadvertently  place  rural  hospitals  at  a  dis- 
advantage and  jeopardize  access  to  hospital  care 
for  Medicare  beneficiaries.  In  particular,  the 
Commission  believes  that  the  different  levels  of 
urban  and  rural  DRG  payments  and  the  Sole 
Community  Hospital  provisions  warrant  a  thor- 
ough evaluation.  Specific  issues  to  be  evaluated 
are  outlined  below. 

Maintenance  of  Separate  Urban  and  Rural 
DRG  Payments — The  current  PPS  payment 
policy  to  calculate  separate  urban  and  rural 
standardized  amounts  reflects  the  historically 
lower  average  costs  of  rural  hospitals  found  in 
1981.  These  cost  differences  remained  even  after 
adjusting  for  area  wage  differences,  teaching  ac- 
tivity, and  DRG  case  mix. 

The  cost  differences  were  partly  attributed  to 
the  wider  range  of  services  offered  by  urban 
hospitals,  and  to  differences  in  the  severity  of 
illness  the  DRG  case-mix  index  did  not  reflect. 
Despite  these  explanations,  however,  the  cause 
of  these  differences  has  never  been  fully  deter- 
mined. 

Whatever  the  cause  of  the  cost  differences, 
the  establishment  of  separate  standardized 
amounts  has  resulted  in  lower  payments  to 
rural  hospitals.  Because  of  recent  legislation, 
which  created  separate  outlier  pools  and  dis- 
charge weighting,  the  differential  in  the  stand- 
ardized amounts  will  be  reduced  from  approxi- 
mately 25  percent  to  approximately  17  percent. 

Recent  analyses  by  ProPAC,  HCFA,  and  the 
Congressional  Budget  Office  (CBO)  indicate  that, 
between  1981  and  the  first  year  of  PPS,  costs 
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per  case  rose  more  rapidly  in  rural  compared  to 
urban  hospitals,  especially  after  adjusting  for 
changes  in  case  mix.  If  the  standardized 
amounts  were  computed  using  the  first-year 
PPS  cost  data,  ProPAC  estimates  the  differen- 
tial in  the  urban  and  rural  standardized 
amounts  would  be  reduced  to  13  percent. 

Narrowing  of  the  payment  differential  be- 
tween urban  and  rural  hospitals  has  resulted  as 
a  by-product  of  changes  in  PPS  payment  policies 
in  different  areas.  Under  the  Commission's 
proposed  update  factor  recommendation,  the  dif- 
ferential between  the  urban  and  rural  standard- 
ized amounts  would  be  reduced  after  three 
years  to  14  percent.  The  Commission  believes  it 
is  time  to  evaluate  the  wisdom  of  continuing 
separate  urban  and  rural  payments  and  the  ap- 
propriateness of  further  reducing  the  differ- 
ences in  payment  rates. 

Sole  Community  Hospitals  and  Small,  Iso- 
lated Rural  Hospitals — The  Medicare  program, 
as  a  result  of  the  recent  OBRA  1986  legislation, 
has  made  a  variety  of  adjustments  in  PPS  to 
accommodate  the  problems  of  rural  hospitals, 
including  special  payment  provisions  for  SCHs. 
The  extent  to  which  these  provisions  provide 
adequate  financial  protection  against  financial 
risk  beyond  the  control  of  small,  isolated  rural 
hospitals  is  unclear,  however. 

The  Commission  is  not  suggesting  that  Medi- 
care policies  guarantee  the  solvency  of  all  rural 
hospitals  or  even  all  small  rural  hospitals. 
Rather  its  concern  is  to  ensure  that  Medicare 
policies  do  not  jeopardize  access  to  quality  hospi- 
tal services  for  Medicare  beneficiaries  living  in 
isolated  rural  areas. 

In  its  April  1986  report,  the  Commission 
expressed  concern  that  volume  and  case-mix 
fluctuations  in  small,  rural  hospitals  might  seri- 
ously jeopardize  their  financial  viability  and, 
consequently,  access  to  hospital  services  for 
Medicare  beneficiaries  living  in  these  areas.  The 
Commission  noted  that  minor  fluctuations  in 
volume  and  case  mix  are  less  critical  for  larger 
hospitals  since  they  can  average  the  fluctua- 
tions from  year  to  year  and  over  many  cases. 
Small  rural  hospitals  cannot  take  advantage  of 
this  "law  of  large  numbers." 


The  Commission  continues  to  be  concerned 
that  small,  isolated  rural  hospitals  are  at  major 
financial  risk  due  to  volume  declines.  Much  of 
the  volume  decline  can  be  traced  to  general  eco- 
nomic declines  in  rural  areas  and  to  general 
reductions  in  the  demand  for  inpatient  care  af- 
fecting all  urban  and  rural  hospitals.  While 
volume  declines  have  occurred  across  all  classes 
of  hospitals,  they  have  been  greatest  for  small 
rural  hospitals. 

According  to  American  Hospital  Association 
(AHA)  data,  rural  hospitals  with  fewer  than  25 
beds  and  those  with  25  to  50  beds  experienced 
decreases  in  average  daily  census  of  28  percent 
and  14  percent,  respectively,  between  1980  and 
1984.  This  compared  with  a  6  percent  reduction 
for  all  U.S.  hospitals.  In  1984,  rural  hospitals 
with  fewer  than  25  beds  had  an  average  daily 
census  of  7  patients,  whereas  hospitals  with  25 
to  49  beds  averaged  16  patients  per  day.  AHA 
Annual  Survey  data  for  all  small  hospitals  (80 
percent  of  which  are  estimated  to  be  rural)  indi- 
cate a  further  decline  in  volume  between  1984 
and  1985.  During  this  period,  admissions  per 
hospital  declined  7.6  percent  for  community  hos- 
pitals with  fewer  than  50  beds  compared  with  a 
4  percent  decline  for  all  U.S.  community  hospi- 
tals. 

These  volume  declines  have  a  potentially  dev- 
astating effect  on  small  rural  hospitals  because 
they  tend  to  operate  closer  to  the  margin.  This 
effect  becomes  even  more  significant  in  isolated 
areas  with  only  a  single  hospital,  where  oppor- 
tunities for  gaining  financial  stability  through 
consolidation  are  precluded. 

Data  on  the  financial  status  of  small,  isolated 
rural  hospitals  are  unavailable.  Nevertheless, 
available  data  on  hospitals  with  fewer  than  50 
beds  provide  insight  into  the  vulnerability  of 
these  hospitals.  According  to  recent  data  from 
the  AHA  Panel  Survey,  average  net  patient  rev- 
enue margins  for  hospitals  with  fewer  than  50 
beds  were  negative  in  the  first  six  months  of 
1986  (-11.0  percent  for  hospitals  with  fewer  than 
25  beds  and  -1.8  percent  for  hospitals  with  25  to 
49  beds). 

While  not  strictly  comparable  to  the  analyses 
described  above,  recent  ProPAC  analyses  of 
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first-year  PPS  Medicare  Cost  Report  data  indi- 
cate that  rural  hospitals  with  fewer  than  50 
beds  have  the  lowest  Medicare  PPS  median 
margins  of  any  class  of  hospital  (7.0  percent 
compared  with  11.6  percent  for  all  hospitals). 
Rural  hospitals  with  fewer  than  50  beds  were 
the  only  group  of  hospitals  to  have  negative 
median  patient  margins  (-3.7  percent)  from  all 
payers  during  the  first  year  of  PPS.  Moreover, 
rural  hospitals  with  fewer  than  50  beds  com- 
prised over  41  percent  of  all  hospitals  whose 
PPS  deficits  exceed  5  percent. 

Recent  simulation  analyses  by  the  Congres- 
sional Budget  Office  indicate  that  the  financial 
vulnerability  of  a  substantial  portion  of  small 
rural  hospitals  will  continue  under  a  fully  im- 
plemented PPS.  According  to  these  analyses,  30 
percent  of  rural  hospitals  with  fewer  than  50 
beds  are  estimated  to  incur  a  per-case  PPS  defi- 
cit in  1987. 

These  data  suggest  that  small  rural  hospitals 
may  continue  to  experience  substantial  finan- 
cial difficulties  under  PPS.  To  ensure  appropri- 
ate evaluation  of  the  effect  of  PPS  on  Medicare 
beneficiaries'  access  to  care,  it  will  be  important 
to  monitor  the  PPS  effect  on  all  isolated  rural 
hospitals,  not  just  those  electing  to  be  SCHs. 
Currently,  there  is  no  well  accepted  definition  of 
a  small,  isolated  rural  hospital.  Nor  are  there 
data  to  identify  the  universe  of  isolated  rural 
hospitals.  While  information  on  SCHs  is  avail- 
able, these  hospitals  represent  only  the  subset 
of  isolated  hospitals  that  have  elected  SCH 
status.  The  Secretary  should  develop  informa- 
tion on  hospitals  that  would  otherwise  meet  the 
qualifications  of  a  SCH  but  which,  for  various 
reasons,  including  financial,  have  chosen  not  to 
seek  SCH  status. 

This  discussion  highlights  two  major  areas  of 
concern  the  Commission  has  addressed  during 
the  past  year.  While  the  congressionally  man- 
dated studies  may  not  cover  the  complete  range 
of  issues  outlined  by  the  Commission,  they  are 
likely  to  provide  valuable  baseline  information 
on  which  to  build  a  more  thorough  evaluation. 
The  Commission,  therefore,  urges  the  Secretary 
to  complete  and  publish  the  findings  from  these 
studies  as  soon  as  possible.  The  Commission  will 
also  continue  to  analyze  these  issues  and  would 


welcome  the  opportunity  to  work  cooperatively 
with  the  Secretary  in  these  efforts.  The  Com- 
mission would  be  particularly  interested  in  de- 
veloping an  ongoing  data  base  to  evaluate  the 
effect  of  PPS  on  small,  isolated  rural  facilities. 
For  more  background  on  rural  hospital  issues, 
see  Technical  Appendix  A. 

Recommendation  17:  Improvements  in 
Outlier  Payment  Policy 

The  Secretary  should  continue  to  review 
outlier  payment  policy  and  implement  re- 
finements to  reflect  more  accurately  the 
resources  hospitals  use  to  treat  outlier 
cases.  The  Commission  is  concerned  that 
outlier  payments  may  not  adequately  pro- 
tect hospitals  from  the  risk  of  extremely 
costly  cases.  Identifying  risk  at  both  the 
case  level  and  the  hospital  level  should  be 
incorporated  into  any  consideration  of 
policy  change.  The  Commission  encourages 
current  research  that  examines  outlier  dis- 
charges at  the  hospital,  DRG,  and  case 
level.  The  Commission  intends  to  continue 
its  own  examination  of  outliers  and  will 
share  the  results  with  the  Secretary  and 
Congress. 

Outlier  payments  are  additional  compensation 
for  Medicare  cases  that  have  atypically  long 
lengths  of  stay  or  unusually  high  costs,  as  deter- 
mined by  specific  threshold  criteria.  The  addi- 
tional payments  help  to  defray  some  of  the 
losses  incurred  by  hospitals  due  to  random  oc- 
currence of  outlier  cases.  The  Commission  is 
concerned  that  the  regulatory  criteria  for  deter- 
mining payment  may  not  result  in  equitable 
payment,  given  hospital  use  of  resources. 

Outlier  policy  was  also  created  to  account  for 
inherent  limitations  in  case-mix  measurement. 
When  comparing  the  level  of  case-mix  index 
(CMI)  with  the  proportion  of  outlier  payments 
by  hospital  group,  hospitals  with  high  CMIs  ex- 
perienced the  largest  percent  of  outlier  pay- 
ments. Although  this  pattern  is  anticipated,  it 
remains  unclear  whether  the  payments  are  ade- 
quate. 

Hospitals  with  a  larger  proportion  of  outlier 
cases  may  be  seeing  the  sickest  patients.  There- 
fore, these  hospitals  may  be  unfairly  treated 
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even  if  they  receive  a  greater  share  of  outlier 
payments.  On  the  other  hand,  the  law  of  large 
numbers  might  not  protect  hospitals  with  small 
numbers  of  discharges,  so  that  small  hospitals 
may  be  hurt  financially  by  only  a  few  outlier 
cases.  Most  importantly,  the  Commission  is  con- 
cerned that  beneficiaries  who  are  likely  to 
become  outliers  may  suffer  problems  of  access 
or  quality  if  outlier  payment  policy  issues  are 
not  addressed. 

Outlier  analyses  completed  by  ProPAC  sug- 
gest an  uneven  distribution  of  outlier  payments 
and  discharges  by  hospital  group  and  by  DRG. 
Results  of  hospital-level  analyses  indicate  that 
outlier  payments  average  4.2  percent  of  total 
payments  across  hospitals,  but  vary  from  1.1 
percent  to  9.5  percent  across  hospital  groups. 
When  comparing  outlier  and  inlier  cases,  the 
concentration  of  cases  on  a  DRG-level  is  differ- 
ent. For  example,  the  set  of  DRGs  accounting 
for  50  percent  of  outliers  does  not  overlap  exten- 
sively with  the  set  of  DRGs  accounting  for  50 
percent  of  the  inliers. 

Analysis  also  included  an  examination  of 
"dual  outliers,"  those  cases  that  meet  both 
length  of  stay  and  cost  outlier  criteria.  The  data 
suggest  that  dual  outliers  have  considerably 
higher  total  charges  and  longer  lengths  of  stay 
than  other  outlier  types.  While  dual  outliers 
represent  approximately  25  percent  of  all 
outlier  cases,  they  account  for  nearly  half  of 
total  outlier  charges.  A  summary  of  ProPAC's 
outlier  analysis  appears  in  Technical  Appendix 
B. 

Because  of  the  distributional  differences  sug- 
gesting that  outliers  are  not  randomly  distrib- 
uted across  hospitals,  the  Commission  believes 
that  further  research  is  needed  to  determine  the 
appropriateness  of  current  outlier  policy.  The 
Commission  is  aware  of  the  HCFA  and  Congres- 
sional Research  Service  research  efforts  and 
supports  their  work.  ProPAC  outlier  analysis  is 
also  continuing. 


Beneficiary  Concerns 

Recommendation  18:  Inpatient  Hospital  Cost- 
Sharing  Requirements 

The  proportion  of  inpatient  hospital  pay- 
ments borne  by  Medicare  beneficiaries 
should  be  returned  to  its  pre-PPS  level. 
This  proportion  has  inappropriately 
increased  as  a  result  of  significant  declines 
in  length  of  stay  experienced  since  the 
beginning  of  PPS.  Furthermore,  the  struc- 
ture of  inpatient  hospital  cost-sharing  re- 
quirements should  be  consistent  with  PPS 
incentives.  In  particular,  current  coinsur- 
ance and  spell  of  illness  requirements  need 
to  be  reexamined. 

Cost  sharing  borne  by  Medicare  beneficiaries 
has  inadvertently  increased  as  a  result  of  PPS. 
The  inpatient  hospital  deductible  and  daily  coin- 
surance rates  rose  substantially  as  a  result  of 
declines  in  length  of  stay  that  are  largely  attrib- 
uted to  PPS  incentives.  In  addition,  the  shift  of 
some  services  from  inpatient  hospital  treatment 
to  the  outpatient  setting  may  have  increased 
beneficiary  out-of-pocket  costs. 

The  Commission  believes  that  beneficiaries 
should  share  in  the  gains  from  PPS  along  with 
hospitals  and  the  Medicare  program.  In  its  1986 
report,  ProPAC  recommended  changing  the  for- 
mula used  for  computing  Medicare's  inpatient 
hospital  deductible.  Under  the  recommended 
change,  the  share  of  hospital  payments  borne  by 
beneficiaries  would  remain  constant  at  the  pre- 
PPS  level. 

Although  the  Congress  legislated  a  change  in 
the  formula  that  will  limit  future  increases, 
beneficiaries  are  still  paying  a  higher  propor- 
tion of  inpatient  hospital  payments  per  case 
than  before  PPS.  In  1983,  beneficiary 
deductibles  and  coinsurance  accounted  for  about 
8.0  percent  of  payments  to  hospitals  for  inpa- 
tient services.  Under  current  law,  the  propor- 
tion for  1987  is  9.2  percent. 

The  deductible  should  be  reduced  to  reflect 
the  pre-PPS  proportion.  Under  current  esti- 
mates, the  adjustment  would  reduce  the  current 
deductible  to  $445.  This  reduction  should  be  fi- 
nanced by  the  Medicare  program,  since  it  cor- 
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rects  the  inadvertent  increase  in  the  deductible 
that  occurred  before  the  formula  was  changed. 
It  should  apply  to  all  admissions  in  both  PPS 
and  excluded  facilities. 

PPS  has  also  affected  coinsurance  payments. 
Since  the  daily  coinsurance  rate  is  tied  directly 
to  the  deductible,  this  amount  has  also  in- 
creased directly  as  a  result  of  PPS,  from  $89  per 
day  in  1984  to  $130  per  day  in  1987  for  days  61 
through  90.  After  90  days  during  a  benefit 
period,  patients  may  draw  from  a  lifetime  re- 
serve of  60  days.  Coinsurance  on  these  days  is 
50  percent  of  the  deductible,  or  $260  per  day  in 
1987.  After  using  up  their  lifetime  reserve  days, 
patients  no  longer  receive  Medicare  coverage  for 
inpatient  care  during  the  benefit  period. 

In  addition,  coinsurance  for  Medicare  skilled 
nursing  facility  (SNF)  services  has  been  af- 
fected. The  coinsurance  requirement  begins 
after  20  days,  and  is  set  at  one-eighth  of  the 
inpatient  hospital  deductible,  or  $65  in  1987. 
Due  to  the  PPS-related  increases  in  the  deduct- 
ible, the  SNF  coinsurance  amount  may  exceed 
the  average  daily  Medicare  SNF  reimbursement 
in  some  parts  of  the  country. 

Some  beneficiaries  may  be  responsible  for  a 
large  portion  of  the  hospital  payment  under  cur- 
rent cost-sharing  requirements.  For  example, 
daily  coinsurance  requirements  can  exceed  the 
PPS  outlier  payment  to  the  hospital  for  the 
same  day.  This  is  most  likely  to  occur  for  length 
of  stay  outlier  cases  treated  in  certain  low- 
weighted  DRGs,  particularly  in  rural  areas.  The 
coinsurance  amount  can  exceed  the  day  outlier 
payment  because  the  hospital  payment  is  based 
on  PPS  payment  rates,  separate  from  the  de- 
ductible. The  beneficiary  liability  must  not 
exceed  the  total  owed  the  hospital  for  the  entire 
stay,  but  the  liability  is  not  so  limited  on  a  daily 
basis. 

Since  coinsurance  is  required  beginning  on 
the  60th  inpatient  day  during  a  benefit  period, 
only  the  sickest  patients  or  those  living  in  insti- 
tutions bear  this  burden.  This  requirement, 
along  with  the  lifetime  reserve  days  require- 
ment, was  established  prior  to  PPS.  At  that 
time,  there  may  have  been  a  need  to  provide 
incentives  to  limit  lengths  of  stay.  Current  PPS 


incentives  for  hospitals  to  limit  length  of  stay 
are  sufficient  to  prevent  them  from  providing 
unnecessarily  long  stays. 

The  spell  of  illness  concept  should  also  be 
reconsidered.  A  Medicare  Part  A  benefit  period 
begins  with  the  first  day  of  hospitalization  and 
ends  when  the  individual  has  not  been  a  patient 
in  an  institution  for  60  consecutive  days. 
Consequently,  some  beneficiaries  who  are  insti- 
tutionalized never  have  a  break  in  the  spell  of 
illness,  and  eventually  exhaust  their  inpatient 
hospital  benefits. 

With  no  other  changes  to  the  cost-sharing 
structure,  eliminating  the  spell  of  illness  would 
increase  beneficiary  liability.  Due  to  the  spell  of 
illness  rules,  about  30  percent  of  admissions  fall 
within  a  benefit  period,  and  the  beneficiary  is 
not  liable  for  the  deductible.  If  the  spell  of  ill- 
ness rules  were  revoked,  and  there  were  no 
other  changes  in  cost  sharing,  beneficiaries  as  a 
group  would  pay  more  deductibles,  but  less  coin- 
surance. Other  changes  in  cost  sharing  could  be 
combined  with  eliminating  spell  of  illness  re- 
quirements so  that  aggregate  beneficiary  liabil- 
ity was  not  increased. 

Although  some  of  the  circumstances  described 
above  are  rare,  they  can  result  in  significant 
cost-sharing  requirements  to  the  beneficiaries 
affected..  Most  beneficiaries  have  private 
Medigap  insurance  that  will  cover  the  Medicare 
cost  sharing,  but  beneficiaries  or  employer- 
sponsored  pension  plans  must  pay  premiums  for 
this  coverage.  In  addition,  about  20  percent  of 
beneficiaries  have  neither  private  coverage  nor 
Medicaid.  Moreover,  beneficiaries  should  not 
have  to  rely  on  coverage  by  other  payers  to 
compensate  for  problems  with  Medicare's  cost- 
sharing  structure. 

Current  legislative  proposals  would  restruc- 
ture inpatient  hospital  cost-sharing  require- 
ments as  part  of  a  broader  change  to  Medicare 
benefits.  Discussion  of  these  proposals  should 
address  the  inadvertent  increases  in  inpatient 
hospital  cost-sharing  requirements  since  PPS 
and  the  appropriate  structure  of  cost-sharing  re- 
quirements in  light  of  PPS  incentives.  Back- 
ground information  on  beneficiary  liability 
issues  is  included  in  Technical  Appendix  A. 
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Recommendation  19:  Evaluating  the  Results 
of  PRO  Quality  of  Care  Review 

The  Secretary  should  promptly  initiate  a 
comprehensive  evaluation  of  PRO  quality 
of  care  review  activities  and  findings.  The 
evaluation  should  assess  the  impact  on 
quality  of  care  of  preadmission,  admission, 
transfer,  and  readmission  review  activities. 
The  PRO  findings  concerning  quality  of 
the  services  furnished  during  an  admission 
and  the  health  outcome  of  the  episode  of 
care  should  also  be  evaluated.  The  Com- 
mission is  aware  that  the  SuperPRO  is  au- 
diting and  validating  PRO  review  activi- 
ties. This  effort,  however,  does  not  substi- 
tute for  a  comprehensive  evaluation  of  the 
extent  to  which  PROs  are  identifying,  as- 
sessing, and  correcting  problems  related  to 
quality  of  care. 

The  Medicare  prospective  payment  system 
contains  financial  incentives  for  hospitals  to  im- 
prove efficiency  and  productivity  in  the  delivery 
of  high-quality  care.  There  has  been  concern, 
since  PPS  was  implemented,  that  these  incen- 
tives could  reduce  the  quality  of  care  furnished 
to  Medicare  beneficiaries.  In  addition,  many 
longstanding  concerns  about  quality  of  care  that 
predate  PPS  still  require  attention. 

Recognizing  these  concerns,  the  Congress  re- 
quired that  hospitals  sign  agreements  with 
PROs  to  assess  and  review  utilization  and  qual- 
ity of  care.  HCFA  has  contracted  with  the  PROs 
to  provide  a  wide  range  of  administrative,  utili- 
zation review,  and  quality  review  functions. 

The  Commission  continues  to  be  concerned  by 
reports  of  possible  declines  in  the  quality  of  care 
that  Medicare  beneficiaries  receive.  To  study 
these  reports,  ProPAC  recommends  a  compre- 
hensive, national  evaluation  of  the  extent  to 
which  PROs  are  engaged  in  quality  of  care 
review,  as  opposed  to  other  activities  like  utili- 
zation review  and  DRG  validation.  A  study  of 
PRO  quality  of  care  review  will  also  provide 
valuable  information  concerning  the  quality  of 
care  currently  being  furnished  to  Medicare 
beneficiaries.  It  will  further  serve  as  a  base  line 
for  future  assessments. 


The  evaluation  study  should  examine  the 
quality  aspects  of  all  the  major  PRO  review  ac- 
tivities. It  should  include  the  techniques  PROs 
use  as  well  as  the  guidelines  and  standards  gov- 
erning their  efforts.  In  addition,  the  study 
should  examine  the  results  of  outpatient  sur- 
gery and  other  cases  for  which  the  PRO  has 
denied  payment  on  preadmission  review.  The 
quality  of  care  received  by  patients  who  have 
been  transferred  or  readmitted,  and  the  quality 
of  services  rendered  during  an  admission, 
should  also  be  evaluated. 

As  the  Commission  recommended  in  its  April 
1986  report,  the  focus  of  PRO  quality  of  care 
review  should  be  on  the  entire  episode  of  care. 
The  evaluation  should  include,  in  addition  to 
the  period  of  hospitalization,  an  assessment  of 
the  quality  of  care  (and  outcome)  related  to  the 
overall  episode  of  illness. 

The  Commission  does  not  believe  that  the 
activities  of  the  SuperPRO  meet  the  intention  of 
this  recommendation.  The  SuperPRO  is  princi- 
pally concerned  with  the  validation  of  medical 
determinations  made  by  the  PROs.  The 
SuperPRO  is  directed  to  report  on  quality  issues 
that  arise  during  its  sample  review  process.  But 
it  is  not  required  to  evaluate  quality  of  care 
problems  that  have  been  identified  or  the  ac- 
tions taken  to  correct  them.  The  SuperPRO  also 
does  not  evaluate  the  PRO's  commitment  to 
quality  of  care  review  as  opposed  to  utilization 
review. 

Concerns  regarding  the  quality  of  care  re- 
ceived by  Medicare  beneficiaries  are  likely  to 
continue.  The  PROs  are  in  a  unique  position  to 
assess  the  quality  of  care  individual  patients 
receive.  The  Commission  strongly  urges  the  Sec- 
retary to  promptly  initiate  a  major  evaluation 
study  to  assess  the  results  of  PRO  quality  of 
care  activities. 

Patient  Classification  and  Case  Mix 

Recommendation  20:  Improving  the 
Measurement  of  Hospital  Case  Mix 

The  Commission  continues  to  believe  that 
the  DRG  system  is  the  most  appropriate 
measure  of  hospital  case  mix  for  the  Medi- 
care PPS.  The  Secretary,  however,  should 
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improve  the  measurement  of  case  mix  to 
better  account  for  variation  in  resource 
use.  In  the  short-term,  the  Secretary 
should  adopt  refinements  to  the  DRG 
system  that  make  better  use  of  currently 
available  patient  data.  In  the  long-term,  it 
may  be  necessary  to  develop  improvements 
based  on  additional  sources  of  patient 
information  not  currently  available  from 
the  discharge  abstract. 

In  its  April  1986  report,  the  Commission 
stated  that  the  DRG  system  was  the  most  ap- 
propriate of  the  available  measures  of  hospital 
case  mix  for  PPS.  In  addition,  the  Commission 
stated  that  it  was  undertaking  a  systematic 
evaluation  of  the  DRG  system.  One  goal  of  this 
study  was  to  identify  potential  problems  in  DRG 
construction  and  classification.  A  second  goal 
was  to  develop  improvements  in  the  DRG 
system,  using  currently  available  patient  infor- 
mation, to  better  account  for  resource  use  and 
to  increase  the  equity  of  hospital  payments. 

Based  on  the  findings  from  its  systematic 
evaluation  of  the  DRG  system,  the  Commission 
believes  that  modest  but  important  improve- 
ments are  possible  within  many  DRGs.  The 
Commission  also  has  completed  several  separate 
studies  of  improvements  to  the  DRG  system 
that  support  this  conclusion.  These  include 
eliminating  the  use  of  patient  age  (Recommen- 
dation 21),  refining  the  list  of  complications  and 
comorbidities  (Recommendation  22),  and  updat- 
ing the  surgical  hierarchies  and  the  list  of  oper- 
ating room  procedures  (Recommendation  23). 
Furthermore,  the  Commission  believes  there  is 
no  conclusive  evidence  to  justify  replacing  the 
DRG  system  with  an  alternative  patient  classifi- 
cation system  based  on  currently  available  pa- 
tient data. 

In  the  short-term,  the  Commission  urges  the 
Secretary  to  adopt  these  recommendations  to 
refine  the  DRGs.  The  Commission  also  believes 
that  modifications  to  outliers  as  defined  by  cur- 
rent policy  may  account  for  variations  in  re- 
source use  that  cannot  be  accurately  accounted 
for  by  the  DRG  system  (Recommendation  17). 

In  the  long-term,  the  Commission  believes 
that  improvements  in  the  measurement  of  case 
mix  may  require  additional  patient  information 


not  currently  available  from  the  discharge  ab- 
stract. This  conclusion  is  supported  by  several 
studies  being  conducted  by  HCFA  and  others. 
These  studies  are  evaluating  modifications  to 
the  DRG  system  and  alternative  systems  for 
measuring  case  mix  that  require  additional  pa- 
tient information. 

The  Commission  believes  that  a  long-term  ap- 
proach is  necessary  because  many  DRG  modifi- 
cations and  alternative  case-mix  systems  that 
use  additional  patient  information  are  still 
being  developed  and  refined.  The  Commission 
has  concluded,  therefore,  that  it  is  premature  to 
recommend  modification  of  the  DRG  system  to 
include  additional  patient  information  until 
these  modifications  and  alternative  systems  are 
more  completely  developed.  Furthermore,  the 
Commission  believes  that  studies  will  be  needed 
to  determine  the  impact  of  replacing  the  DRG 
system  with  an  alternative  case-mix  system  that 
uses  additional  patient  information.  For  more 
information  on  this  recommendation,  see  Tech- 
nical Appendix  B. 

Recommendation  21:  The  Use  of  Patient  Age 
in  Defining  DRGs 

DRGs  should  not  be  defined  based  on  the 
current  variable  of  age  greater  than  69 
and/or  presence  of  a  complication  or 
comorbidity  (CO.  The  Commission  be- 
lieves that  the  resource  use  for  Medicare 
patients  70  years  or  older  without  a  CC  is 
significantly  lower  than  for  cases  with 
CCs.  DRGs  should  be  defined  on  the  basis 
of  the  presence  or  absence  of  a  CC,  regard- 
less of  age.  The  Secretary  should  imple- 
ment this  change  for  DRGs  that  currently 
split  on  age  and  CC,  and  should  determine 
whether  other  DRGs  should  also  be  split 
on  CC. 

Patient  age  is  currently  used  to  define  190 
DRGs  that  distinguish  patients  who  are  under 
70  from  those  who  are  70  or  older.  Patient  age 
is  typically  used  in  combination  with  the  pres- 
ence of  a  CC  to  form  two  groups:  patients  with 
"age  >  69  and/or  CC"  and  patients  with  "age 
<  70  without  CC." 

The  age  and /or  CC  variable  was  included  in 
the  assignment  criteria  for  the  DRGs  based  on 
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evidence  of  resource  use.  Patients  70  years  and 
older  had  been  found  to  have  similar  patterns  of 
resource  use,  measured  by  hospital  length  of 
stay  (LOS),  that  are  similar  to  those  with  CCs. 
Therefore,  separate  DRGs  were  defined  for  pa- 
tients who  were  at  least  70  years  old  or  who  had 
a  CC.  The  data  used  in  the  development  of 
DRGs,  however,  included  all  patients,  not  just 
the  Medicare  population.  The  Commission 
became  concerned  after  reviewing  preliminary 
evidence  suggesting  that  this  relationship  may 
not  hold  for  the  Medicare  population. 

The  Commission  analyzed  charges  from  the 
1984  PATBILL  file  to  determine  if  this  relation- 
ship holds  for  Medicare  patients.  The  study  ex- 
amined the  relative  effects  of  the  presence  of 
CCs  and  beneficiary  age  70  years  or  more  on 
total  charges.  The  objective  of  the  analysis  was 
to  determine  the  appropriateness  of  the  current 
age  and/or  CC  combination  variable  used  in  de- 
fining the  DRGs.  In  addition,  this  analysis  ex- 
amined the  extent  to  which  the  presence  of  a 
CC  alone,  regardless  of  age,  explains  differences 
in  charges  among  cases. 

The  study  confirmed  that  LOS  and  charges 
are  significantly  higher  for  the  patients  with 
"age  >  69  and/or  CC,"  but  that  the  presence  of 
a  CC  is  the  critical  factor.  In  fact,  the  data 
indicated  that,  in  all  but  a  few  cases,  grouping 
patients  who  are  over  69  with  the  CC  patients  is 
inappropriate.  The  average  LOS  and  charges  for 
patients  who  are  over  69  without  a  CC  are  more 
similar  to  patients  without  a  CC  than  to  pa- 
tients with  a  CC.  Overall,  the  average  charges 
for  patients  who  are  over  69  without  a  CC, 
while  only  4  percent  higher  than  the  other  non- 
CC  patients,  are  30  percent  lower  than  changes 
for  all  patients  with  a  CC. 

Thus,  while  both  advanced  age  and  the  pres- 
ence of  a  CC  clearly  are  associated  with  higher 
resource  use,  the  effect  of  having  a  CC  is  much 
greater.  In  terms  of  charges,  it  would  be  better 
to  distinguish  between  patients  if  the  DRGs 
were  defined  on  the  basis  of  having  a  CC,  re- 
gardless of  age.  These  findings  hold  for  both 
medical  and  surgical  DRGs,  but  are  especially 
dramatic  for  the  surgical  DRGs. 


Based  on  these  analyses,  the  Commission  be- 
lieves that,  in  classifying  patients  according  to 
resource  use,  the  current  combination  variable 
(age  and/or  CC)  appears  to  be  less  powerful 
than  the  presence  of  a  CC  alone.  Further,  in 
almost  all  cases,  defining  DRGs  based  only  on 
the  presence  of  CCs  is  more  appropriate  in 
grouping  Medicare  cases  for  payment  purposes 
under  PPS.  The  Commission  cautions  other 
users  of  DRGs  that  these  findings  are  based  on 
an  analysis  of  the  Medicare  population.  The 
conclusions  drawn  here  may  not  apply  to  other 
groups. 

Thus,  the  Commission  encourages  the  Secre- 
tary to  implement  this  change  to  the  assign- 
ment criteria  as  soon  as  possible.  These  changes, 
in  conjunction  with  a  recalibration,  will  result 
in  more  accurate  DRG  weights.  The  Secretary 
should  also  study  the  DRGs  that  are  not  cur- 
rently defined  on  the  basis  of  age  and/or  CC  to 
determine  if  splitting  on  the  basis  of  CC  is  ap- 
propriate in  some  cases. 

The  Commission  recognizes  that  these 
changes,  if  implemented,  would  give  hospitals 
increased  incentives  to  report  the  presence  of 
CCs.  This  will  improve  the  measurement  of  case 
mix  to  the  extent  that  increased  reporting  of 
CCs  reflects  more  accurate  coding.  The  Commis- 
sion will  monitor  increases  in  case  mix  that 
may  result  from  this  recommendation.  For  more 
information  on  this  recommendation,  see  Tech- 
nical Appendix  B. 

Recommendation  22:  Improving  the  Use  of 
Complications  and  Comorbidities  in  Defining 
DRGs 

The  Secretary  should  revise  the  current  list 
of  complications  and  comorbidities,  and  its 
use  in  defining  DRGs,  to  ensure  more  ap- 
propriate grouping  of  Medicare  cases  for 
payment  under  PPS.  The  Secretary  should 
evaluate  several  possible  approaches,  in- 
cluding the  development  of  Major  Diagnos- 
tic Category  (MDO-  or  DRG-specific  CCs 
on  the  basis  of  resource  intensity,  and  the 
specification  of  levels  of  complexity  among 
the  CCs. 

In  both  the  April  1985  and  1986  reports,  the 
Commission  stated  its  intention  to  continue 
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studying  classification  problems  for  specific 
DRGs  and  groups  of  DRGs.  ProPAC  has  com- 
pleted several  analyses  that  provide  evidence  of 
variation  in  case  complexity  within  DRGs.  Some 
of  this  variation  can  be  linked  to  inadequacies 
in  the  assignment  criteria  of  the  DRG  system. 

The  list  of  complications  and  comorbidities 
was  identified  as  one  area  for  evaluation.  The 
Commission  undertook  several  studies  to  evalu- 
ate the  CC  variable  in  DRG  classification.  One 
of  these  studies  tested  a  clinical  methodology  to 
refine  the  CC  list  for  two  Major  Diagnostic  Cate- 
gories (circulatory  and  respiratory).  As  a  result 
of  this  pilot  study,  the  Commission  believes  that 
modification  of  the  CC  variable  will  improve 
DRG  classification. 

The  pilot  study  demonstrated  that  the  current 
list  of  CCs  can  be  modified  to  distinguish  levels 
of  complexity  among  the  diagnoses.  This  modifi- 
cation can  help  to  explain  variation  in  resource 
use  among  the  DRGs. 

ProPAC's  study  also  evaluated  the  cumulative 
effect  of  multiple  CCs.  Several  methods  of  aggre- 
gating multiple  CCs  were  found  to  better  ac- 
count for  variations  in  resource  use.  Currently 
the  DRGs  do  not  reflect  the  resources  required 
to  treat  specific  CCs  or  combinations  of  CCs. 
The  Commission  believes  that  additional  re- 
search to  further  evaluate  the  use  of  multiple 
secondary  diagnoses  should  continue.  This  will 
help  to  better  describe  differences  in  case  com- 
plexity within  DRGs  and  explain  variation  in 
resource  use. 

The  methodology  used  in  this  pilot  project 
was  primarily  clinical.  ProPAC  believes  that 
major  efforts  to  revise  the  CC  list  and  its  use  for 
DRG  classification  can  be  further  enhanced  by 
including  a  combined  clinical  and  statistical 
process. 

The  Commission  is  aware  that  HCFA  has  sev- 
eral projects  under  way  to  develop  and  evaluate 
modifications  to  the  CC  list  and  to  the  DRGs. 
The  Commission  encourages  the  Secretary  to  ex- 
pedite these  efforts,  utilizing  the  findings  of 
ProPAC's  study.  For  more  information  on  this 
recommendation,  see  Technical  Appendix  B. 


Recommendation  23:  Updating  the  Surgical 
Hierarchies  and  the  List  of  Operating  Room 
Procedures 

The  Secretary  should  evaluate  the  surgical 
hierarchies  periodically.  They  should  be 
updated  to  determine  both  the  clinical  ap- 
propriateness and  resource  intensity  of  the 
procedures  within  each  class  and  the  rela- 
tive order  of  the  modified  surgical  classes. 
This  assessment  is  necessary  to  ensure  that 
the  hierarchies  accurately  reflect  the  rela- 
tive resource  intensity  of  each  operating 
room  procedure.  This  update  process 
should  include  clinical  input  from  a  broad 
range  of  clinicians,  including  physicians, 
operating  room  nurses,  medical  record  ex- 
perts, and  other  health  care  professionals. 

In  its  1985  and  1986  reports  to  the  Secretary, 
the  Commission  indicated  the  need  to  review 
the  list  of  operating  room  (OR)  procedures  and 
surgical  hierarchies.  Further,  the  Commission 
noted  several  inconsistencies  in  DRG  assign- 
ment when  multiple  procedures  are  performed. 

The  DRG  system  uses  OR  procedures  for 
grouping  patients.  Operating  room  procedures 
within  each  Major  Diagnostic  Category  are  as- 
signed to  a  surgical  hierarchy.  This  hierarchy 
reflects  the  intensity  of  resource  use  for  each 
OR  procedure,  as  determined  by  clinical  judg- 
ment. A  patient  with  multiple  procedures  is 
assigned  to  a  surgical  DRG  based  on  the  most 
resource  intensive  OR  procedure  in  that 
hierarchy. 

ProPAC  recently  completed  a  pilot  study  that 
analyzed  the  current  hierarchies  in  three  target 
MDCs  (Diseases  and  Disorders  of  the  Digestive 
System  [6];  Kidney  and  Urinary  Tract  [11];  and 
Male  Reproductive  System  [12]).  The  findings 
support  the  need  for  a  reexamination  of  the 
present  classes  and  hierarchies.  They  also  sug- 
gest performing  further  evaluation  on  a  system- 
wide  basis.  These  modifications  should  be  incor- 
porated into  the  Grouper. 

Since  the  implementation  of  PPS,  HCFA  has 
made  several  changes  to  the  surgical 
hierarchies.  The  Commission  believes  this 
should  be  continued  on  a  regular,  more  consist- 
ent basis.  To  increase  the  success  of  future 
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modifications,  an  iterative  approach  should  be 
used.  It  should  combine  clinical  input  with  em- 
pirical data  about  the  resource  intensity  of  pro- 
cedures. This  approach  is  consistent  with  the 
methodology  adopted  by  the  developers  of  the 
DRG  system. 

Use  of  the  most  recent  Medicare  discharge 
data  and  the  clinical  input  of  health  care  profes- 
sionals, who  also  have  an  in-depth  knowledge  of 
the  DRG  system,  would  produce  surgical  proce- 
dure groupings  more  reflective  of  today's  tech- 
nology and  costs.  For  more  information  on  this 
recommendation,  see  Technical  Appendix  B. 

Recommendation  24:  Improving  Grouper 
Logic  and  ICD-9-CM  Coding 

The  Secretary  should  develop  and  imple- 
ment changes  to  ICD-9-CM  and  the  use  of 
these  codes  by  the  DRG  Grouper.  Specifi- 
cally, the  Secretary  should  evaluate  how 
the  Grouper  recognizes  ICD-9-CM  guide- 
lines and  make  revisions  where  necessary 
to  ensure  more  accurate  DRG  assignment. 
More  consistent  coding  guidelines  should 
be  developed  for  the  selection  of  principal 
diagnosis  and  sequencing  of  other  diag- 
noses. Further,  noted  deficiencies  in  the 
ICD-9-CM  coding  system  should  be  ad- 
dressed in  the  next  revision  (ICD-10).  Fi- 
nally, the  Secretary  should  review  all  the 
codes  in  Chapter  16  of  the  coding  system 
to  establish  consistent  coding  rules  and 
guidelines  and  help  ensure  more  appropri- 
ate DRG  assignment. 

In  its  April  1986  report,  the  Commission  rec- 
ommended several  improvements  regarding 
ICD-9-CM  coding  and  its  use  in  the  DRG 
system.  For  example,  the  Commission  previ- 
ously recommended  the  use  of  new  codes  to  de- 
scribe new  or  changing  technologies  or  prac- 
tices, such  as  pacemakers.  ProPAC  has  also  rec- 
ommended the  implementation  of  administra- 
tive mechanisms  to  identify  specific  procedures 
or  conditions  when  a  new  code  cannot  be  devel- 
oped in  a  timely  manner.  The  Commission  is 
concerned  that  many  of  these  issues  remain  un- 
resolved. 

During  the  past  year,  the  Commission  has 
continued  to  identify  problems  related  to  ICD- 


9-CM  coding.  Four  generic  issues  related  to 
ICD-9-CM  coding  rules  and  their  effect  on  DRG 
assignment  have  been  identified.  The  issues  are: 

•  Grouper  logic  regarding  ICD-9-CM 
coding  rules  and  guidelines  in  determin- 
ing DRG  assignment, 

•  Sequencing  of  diagnoses, 

•  Use  of  Chapter  16  diagnoses  as  principal 
diagnosis,  and 

•  Use  of  multiple  codes  and  combination 
codes. 

The  first  issue  relates  to  the  specific  use  of 
ICD-9-CM  codes  and  conventions  by  the  Medi- 
care program.  The  last  three  issues  relate  to 
longstanding  coding  rules  for  all  applications  of 
ICD-9-CM.  The  Commission  believes  that,  in 
many  cases,  inconsistencies  and  discrepancies  in 
coding  rules  and  guidelines  appear  to  be  causing 
problems  in  determining  appropriate  DRG  as- 
signment and  payment.  The  Secretary  should 
evaluate  these  inconsistencies  and  discrepancies 
and  their  effect  on  equitable  hospital  payments. 

There  are  many  explicit  coding  rules  and 
guidelines  for  ICD-9-CM.  Sometimes  the  rules 
are  implicit,  incomplete,  inconsistent  or  vague, 
frequently  resulting  in  subjective  interpreta- 
tions in  the  coding  process.  The  Secretary 
should  provide  explicit  clarification  when  this 
occurs. 

DRG  assignment  is  highly  dependent  on  the 
identification  and  coding  of  the  principal  diag- 
nosis. Thus,  the  sequencing  of  all  reported  diag- 
noses has  a  major  effect  on  DRG  assignment.  In 
most  instances,  specific  definitions,  rules,  and 
guidelines  are  used  to  make  these  decisions.  But 
in  many  instances  the  rules  and  guidelines  are 
unclear  or  absent. 

ICD-9-CM  is  a  dual  classification  system 
allowing  classification  of  both  disease  etiology 
and  manifestation.  This  creates  additional  se- 
quencing problems  in  coding  underlying  disease 
processes  and  manifestations  or  complications. 
In  most  cases  there  are  not  specific  rules  re- 
garding the  sequencing  of  etiology  and  manifes- 
tation. 
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Inappropriate  DRG  assignments  also  result 
because  the  Grouper  does  not  consider  all  diag- 
noses regardless  of  their  reported  sequence.  Fur- 
ther, ICD-9-CM  guidelines  specify  when  multiple 
codes  are  required  to  describe  a  single,  distinct 
clinical  entity.  The  failure  of  the  Grouper  to 
classify  patients  using  multiple  codes  may  limit 
the  ability  of  the  DRGs  to  classify  patients  accu- 
rately. Alternative  classification  systems,  such 
as  Patient  Management  Categories  and  Disease 
Staging,  do  not  have  these  DRG  Grouper  defi- 
ciencies. 

Chapter  16  of  the  ICD-9-CM  system  contains  a 
catchall  of  symptoms,  signs,  and  ill-defined  con- 
ditions as  well  as  abnormal  findings  of  labora- 
tory or  other  investigative  procedures.  Other 
signs  and  symptoms  that  indicate  a  more  defini- 
tive diagnosis  are  assigned  to  the  appropriate 
category  elsewhere  in  the  ICD-9-CM  system.  The 
Commission  believes  that  the  guidelines  prohib- 
iting the  use  of  codes  from  Chapter  16  to  de- 
scribe the  principal  diagnosis  should  be  re- 
viewed. This  rule,  which  is  open  to  wide  in- 
terpretation, has  caused  the  DRG  assignment 
problem  for  patients  with  chronic  obstructive 
pulmonary  disease  who  are  admitted  in  respira- 
tory failure. 

The  Commission  believes  that  the  current 
restriction  governing  the  use  of  Chapter  16 
codes  seems  to  contradict  other  guidelines  gov- 
erning the  use  of  manifestation  and  etiology  se- 
quencing. Apparently,  for  example,  because  the 
ICD-9-CM  code  for  dehydration  appears  in  Chap- 
ter 3,  Endocrine,  Nutritional  and  Metabolic  Dis- 
eases and  Immunity  Disorders,  rather  than  in 
Chapter  16,  the  coding  rule  is  different  for  dehy- 
dration and  gastroenteritis  than  for  conditions 
appearing  in  Chapter  16. 

Generally,  ICD-9-CM  encourages  the  use  of 
several  codes  to  fully  identify  a  particular  condi- 
tion or  a  procedure.  Multiple  coding  may  be 
mandatory.  It  is  also  used  if  there  is  no  combi- 
nation code,  and  several  codes  are  necessary  to 
identify  fully  all  components  of  a  patient's  con- 
dition. While  the  rules  for  multiple  coding  are 
usually  clear,  there  are  inconsistencies  through- 
out the  ICD-9-CM  system.  The  Commission  be- 
lieves that  these  inconsistencies  sometimes 
cause  inappropriate  DRG  assignment. 


The  Commission  believes  that  a  more  critical 
aspect  of  these  issues  involves  the  DRG  assign- 
ment process.  The  Grouper  does  not  consider 
that  multiple  problems  may  be  equally  respon- 
sible for  a  patient's  admission  or  that  a  diagno- 
sis may  require  more  than  one  code  to  describe 
the  condition  fully.  In  cases  where  the  selection 
of  the  principal  diagnosis  is  ambiguous  or  neces- 
sitates two  or  more  codes  for  adequate 
description  of  the  patient's  condition,  it  appears 
inappropriate  for  DRG  assignment  to  differ  de- 
pending on  the  sequence  selected. 

The  Commission  has  identified  several  poten- 
tial problems  as  a  result  of  the  Grouper's  failure 
to  recognize  coding  conventions.  First,  the  pa- 
tient may  be  assigned  to  one  MDC  based  solely 
on  the  principal  diagnosis.  As  previously  noted, 
however,  the  rules  for  selection  of  principal  di- 
agnosis are  at  times  vague  and  unclear.  In  these 
cases,  the  terminology  or  semantics  the  physi- 
cian uses  to  describe  the  condition,  and  the  code 
determination  the  coder  uses,  can  result  in 
grouping  clinically  similar  patients  into  differ- 
ent MDCs.  Second,  DRGs  may  be  heterogeneous 
when  patients  have  multiple  diagnoses.  The  am- 
biguities in  coding  rules  combined  with  Grouper 
logic  may  also  create  opportunities  for  subjec- 
tive coding.  The  Secretary  should  review  the 
specificity  of  coding  rules  and  how  the 
Grouper's  failure  to  recognize  those  rules  affects 
DRG  assignment. 

The  Commission  has  identified  other  areas  for 
further  evaluation  and  plans  to  continue  to 
study  these  issues.  This  analysis  is  likely  to  in- 
clude: (1)  an  evaluation  of  the  extent  to  which 
revisions  to  the  DRGs  should  explicitly  consider 
the  use  of  multiple  codes  to  describe  one  disease 
entity,  and  (2)  whether  more  explicit  and  con- 
sistent rules  for  multiple  coding  should  be  de- 
veloped. For  more  information  on  this  recom- 
mendation, see  Technical  Appendix  B. 

DRG  Classification  and  Weighting 
Factors 

Recommendation  25:  Temporary  DRG  for  the 
Implantable  Defibrillator 

Implantable  defibrillator  cases  should  be 
assigned  to  a  new,  temporary,  device- 
specific  DRG. 
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The  implantable  defibrillator  is  a  relatively 
new  medical  device,  used  in  the  treatment  of 
some  life-threatening  ventricular  arrhythmias. 
Currently,  implantable  defibrillator  cases  are 
assigned  to  DRG  104  (cardiac  valve  procedures 
with  pump  and  with  cardiac  catheterization). 

The  Commission  believes  that  implantable 
defibrillator  cases  should  be  assigned  to  a  new 
device-specific  DRG  because  they  are  clinically 
distinct.  Further,  their  resource  needs  differ 
from  other  cases  in  DRG  104.  Assignment  to  a 
device-specific  DRG  would  result  in  a  weight 
that  more  accurately  reflects  the  actual  costs  of 
using  the  device.  It  would  also  create  more  neu- 
tral financial  incentives  for  the  device's  diffu- 
sion and  use. 

Because  the  implantable  defibrillator  is  a  new 
and  changing  technology,  assignment  of  cases  to 
a  temporary  DRG  would  allow  making  appropri- 
ate changes  in  the  DRG  weight  until  there  is 
more  experience  with  the  technology.  It  is  the 
Commission's  intention  to  reevaluate  these 
cases  for  permanent  DRG  assignment  within 
three  years  of  the  implementation  of  this  recom- 
mendation. For  further  information  on  this  rec- 
ommendation, see  Technical  Appendix  B. 

Recommendation  26:  Temporary  DRG  for  the 
Cochlear  Implant 

Cochlear  implant  cases  should  be  assigned 
to  a  temporary,  device-specific  DRG. 

The  cochlear  implant  is  a  prosthetic  device 
that  can  increase  the  hearing  ability  of  certain 
profoundly  deaf  individuals.  Discharges  involv- 
ing the  implantation  of  this  device  have  been 
assigned  to  DRG  49  (major  head  and  neck  proce- 
dures). The  Commission  believes  that  the  classi- 
fication of  cochlear  implant  cases  into  DRG  49 
is  inappropriate,  in  terms  of  both  resource  con- 
sumption and  clinical  coherence. 

The  resource  use  associated  with  cochlear  im- 
plant cases  is  different  from  the  resource  use  for 
other  cases  in  DRG  49.  The  payment  hospitals 
receive  under  DRG  49  will  not  reflect  the  costs 
of  implanting  the  multi-channel  device  and 
therefore  will  be  inadequate  for  most  cochlear 
implant  cases.  Conversely,  the  payment  received 


under  DRG  49  would  overcompensate  hospitals 
implanting  a  single-channel  device. 

The  Commission  is  aware  that  grouping 
single-  and  multi-channel  cochlear  implants  in  a 
single  new  DRG  would  overpay  for  the  costs  of 
the  single-channel  device  and  underpay  for  the 
costs  of  the  multi-channel  device.  ProPAC 
estimates,  however,  that  90  percent  of  the  de- 
vices implanted  will  be  multi-channel.  Further, 
there  are  clear  medical  indications  for  each 
device.  It  is  unlikely  that  the  financial  incen- 
tives that  would  result  from  grouping  the  de- 
vices in  a  single  DRG  would  affect  selecting  the 
most  appropriate  device  for  an  individual  pa- 
tient. 

Clinically,  the  diagnoses  and  procedures  for 
cochlear  implantation  are  unlike  those  for  other 
discharges  in  DRG  49.  DRG  49  contains  many 
long  length  of  stay  and  labor-intensive  proce- 
dures. Cochlear  implant  cases,  however,  require 
a  very  short  length  of  stay,  and  are  not  labor- 
intensive. 

The  Commission  is  aware  that  the  cochlear 
implant  is  a  new  and  developing  technology. 
Assigning  cochlear  implant  cases  to  a  new,  tem- 
porary DRG  would  allow  HCFA  and  ProPAC  to 
better  evaluate  the  costs  of  cochlear  implants 
and  payments  to  hospitals.  The  Commission  will 
reevaluate  this  procedure  for  permanent  DRG 
assignment  within  three  years  of  the  implemen- 
tation of  this  recommendation.  For  more  infor- 
mation on  this  recommendation,  see  Technical 
Appendix  B. 

Recommendation  27:  Additional  Payment  for 
Magnetic  Resonance  Imaging  Scans 

For  a  three-year  period,  Medicare  should 
pay  hospitals  an  additional  amount  (called 
an  add-on)  to  reflect  operating  costs  for 
each  covered  magnetic  resonance  imaging 
(MRI)  scan  performed  on  an  inpatient 
Medicare  beneficiary  in  a  PPS  hospital. 
The  add-on  payment  should  be  calculated 
by  the  Secretary  each  year  to  reflect  both 
changes  in  the  average  cost  of  an  effi- 
ciently produced  scan  and  the  degree  to 
which  MRI  substitutes  for  other  hospital 
procedures. 


57 


In  its  1986  April  report,  the  Commission  rec- 
ommended that  for  three  years  Medicare  should 
pay  hospitals  an  additional  amount  (called  an 
add-on)  for  each  covered  magnetic  resonance  im- 
aging scan  performed  on  an  inpatient  Medicare 
beneficiary  in  a  PPS  hospital.  This  recommen- 
dation was  not  implemented.  Under  existing 
capital  payment  policy,  the  add-on  for  fiscal 
year  1987  would  have  been  $124  for  each  scan 
performed  on  beneficiaries  in  institutions  where 
Medicare  pays  for  the  capital  costs  of  an  MRI 
scanner.  It  would  have  been  $282  for  each  scan 
performed  on  beneficiaries  in  other  PPS  hospi- 
tals. Fiscal  year  1988  and  1989  add-on  amounts 
for  all  hospitals  were  to  be  recalculated  to  re- 
flect any  change  in  the  average  cost  of  an  effi- 
ciently produced  scan  and  any  changes  in  cap- 
ital payment  policy. 

The  Commission  continues  to  believe  that  an 
alternative  payment  mechanism  is  necessary  to 
reflect  the  operating  costs  for  MRI  scans. 
ProPAC  is  especially  concerned  about  the  lack 
of  Medicare  payment  for  capital  costs  of  MRI 
scans  to  hospitals  that  do  not  own  MRI  scan- 
ners. These  hospitals  do  not  qualify  for  capital 
pass-through  costs  of  an  MRI  scan  even  though 
they  contract  to  furnish  MRI  scans  to  their 
Medicare  inpatients.  (See  Recommendation  10 
concerning  institutional  neutrality  for  capital 
payments.) 

While  MRI  has  become  a  Medicare-covered 
service  for  many  clinical  indications  in  Medi- 
care beneficiaries,  hospital  payments  have  not 
been  increased  to  reflect  the  additional  costs  of 
using  this  technology.  The  Secretary  has  stated 
that  recalibration  will  adjust  for  the  cost  of 
MRI.  Since  recalibration  relies  on  past  experi- 
ence, it  is  appropriate  for  stable  technologies 
and  services.  Recalibration  is  inadequate  for 
some  new  technologies  during  their  initial  diffu- 
sion. 

MRI  scans  are  performed  on  patients  in  many 
DRGs.  Thus  it  is  unlikely  that  a  single  DRG 
would  have  sufficient  cases  utilizing  MRI  scans 
to  raise  payment  levels  high  enough  to  reflect 
the  added  cost  of  this  procedure.  Because  only  a 
small  percentage  of  PPS  hospitals  now  have 
MRI  scanners,  reliance  on  recalibration  to  pay 
hospitals  would  not  direct  payments  to  sites 


where  costs  are  generated.  Over  time  the  in- 
creased costs  of  MRI  will  be  reflected  in  average 
DRG  weights.  In  the  immediate  future,  how- 
ever, the  averaging  effects  of  DRG  recalibration 
will  tend  to  underpay  hospitals  utilizing  MRI 
and  to  overpay  those  that  do  not  use  the  tech- 
nology. This  inequity  may  discourage  hospitals 
from  providing  necessary  MRI  scans. 

The  failure  to  pay  adequately  for  inpatient 
MRI  services  may  further  promote  inappropri- 
ate distribution  of  MRI  scanners  in  outpatient 
facilities  where  Medicare  cost-based  and  charge- 
based  reimbursement  results  in  significantly 
higher  payments.  Distorted  incentives  may  en- 
courage performing  MRI  scans  as  an  outpatient 
service  when  inpatient  scanning  might  be  more 
appropriate  and  efficient.  Unbundling  of  MRI 
services  may  result,  with  increased  total  pay- 
ments for  the  Medicare  system.  In  addition, 
Part  B  Medicare  beneficiary  cost  sharing  for 
outpatient  services  will  make  the  beneficiary  re- 
sponsible for  a  20  percent  copayment  in  addition 
to  any  beneficiary  liability  associated  with  a  re- 
lated hospital  stay. 

The  Commission  stresses  that  an  add-on 
amount  should  be  based  on  the  costs  of  an  effi- 
ciently run  scanner.  The  add-on  should  also  be 
calculated  to  factor  in  the  savings  of  substitut- 
ing MRI  for  other  technologies  as  discussed  in 
the  Commission's  Technical  Appendixes  to  the 
April  1986  report.  If  the  hospital  does  not  use 
the  MRI  scanner  efficiently,  it  should  be  respon- 
sible for  the  resultant  losses. 

The  Commission  strongly  believes  that  this 
add-on  payment  should  not  increase  total  Medi- 
care payments  beyond  the  amount  calculated 
for  the  scientific  and  technological  advancement 
component  of  the  discretionary  adjustment 
factor.  Targeted  payment  adjustments  of  this 
type  should  be  offset  in  the  DAF  so  that  the 
total  amount  allowed  remains  unchanged  by  the 
add-on  payment.  After  three  years,  the  Commis- 
sion will  reevaluate  the  adequacy  of  PPS  pay- 
ments for  MRI  and  the  need  for  continuing  an 
add-on. 

The  Secretary's  response  to  ProPAC's  April 
1986  recommendation  to  temporarily  pay  hospi- 
tals an  add-on  for  covered  MRI  scans  indicated 
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the  desire  to  avoid  establishing  a  precedent  that 
is  contrary  to  the  principle  of  establishing  a 
single  payment  for  all  cases  classified  within  a 
DRG.  In  making  its  recommendation,  the  Com- 
mission recognized  that  an  add-on  payment  de- 
parted from  the  concept  of  a  single  payment  for 
all  cases  classified  within  a  DRG,  regardless  of 
resources  used.  ProPAC  believes  that  flexibility 
to  accommodate  new  technologies  is  important 
enough  to  depart  from  this  approach  temporar- 
ily. The  MRI  situation  is  unique  in  the  Commis- 
sion's opinion.  This  new,  important  technology 
involves  patients  who  will  be  assigned  to  many 
DRGs;  an  adjustment  of  individual  DRGs  would 
not  achieve  the  goal  of  appropriately  recogniz- 
ing MRI. 

The  Commission  is  aware  that  this  recommen- 
dation may  create  incentives  to  overutilize  MRI 
scanning  for  inappropriate  clinical  purposes. 
For  this  reason,  the  Commission  recommends  a 
price  consistent  with  the  costs  of  an  efficiently 
used  scanner.  The  Secretary  should  take  appro- 
priate measures  to  discourage  unnecessary 
utilization  of  MRI  scanning.  This  might  be  ac- 
complished by  PRO  review  of  a  random  sample 
of  cases  or  by  another  method  chosen  by  the 
Secretary.  For  more  information  on  this  recom- 
mendation, see  Technical  Appendix  B. 

Research  on  Case-Mix  Change 

Recommendation  28:  Record  Reabstraction 
Study 

The  Secretary  should  initiate,  as  soon  as 
possible,  a  study  of  case-mix  change  based 
on  a  reabstraction  of  medical  records  of 
PPS  patients.  The  study  should  evaluate 
DRG  assignment  to  distinguish  case-mix 
increases  caused  by  changes  in  coding 
practices  from  changes  in  treatment  pat- 
terns and  patient  mix.  The  study  should 
serve  as  the  basis  on  which  to  develop  and 
refine  alternative  ongoing  data  collection 
methods  to  monitor  case-mix  change  over 
time.  The  Commission  will  contribute  re- 
sources to  designing,  financing,  and  moni- 
toring this  study. 

The  availability  and  use  of  accurate,  timely 
data  continue  to  be  critical  priorities  of  the 
Commission   as   a   basis   for   policy  decision 


making.  Data  on  case-mix  change,  a  major  ele- 
ment in  the  update  factor  and  an  important 
indicator  of  hospital  response  to  PPS,  have 
proven  to  be  particularly  difficult  to  obtain  and 
evaluate.  HCFA  and  ProPAC  have  engaged  in 
various  efforts  to  examine  case-mix  change,  but 
there  is  still  a  need  to  develop  new  analytic 
tools. 

HCFA  and  ProPAC  presented  and  discussed 
various  methods  to  measure  case-mix  change  at 
a  jointly  sponsored  symposium  on  the  topic  in 
December  1986.  It  was  generally  recognized  by 
symposium  participants  that  case-mix  change  is 
a  complex  issue,  which  continues  to  be  relevant 
to  efforts  to  understand  and  update  PPS.  The 
symposium  was  useful  in  identifying  both  the 
advantages  and  the  limitations  of  a  record 
reabstraction  study.  Subsequent  conversations 
between  ProPAC  and  HCFA  staff  have  estab- 
lished that  such  a  study  would  be  most  useful  in 
developing,  refining,  and  validating  ongoing 
methods  of  monitoring  case-mix  change  over 
time. 

A  medical  record  reabstraction  study  would 
involve  systematically  examining  medical 
records  and  directly  measuring  real  case-mix 
change  over  time  under  experimental  circum- 
stances. In  this  manner,  observed  changes  in 
relative  frequencies  of  DRGs  could  be  separated 
into  those  caused  by  patient  mix  and  treatment 
patterns,  and  those  caused  by  coding  practices. 
This  type  of  study  would  not  provide  an  esti- 
mate of  the  amount  of  case-mix  change  that 
should  be  allowed  for  in  future  update  factors. 
It  would,  however,  provide  the  analytic  founda- 
tion for  separating  real  case-mix  change  from 
upcoding. 

Preliminary  evidence  suggests  that  both  real 
case-mix  change  and  upcoding  are  becoming  less 
pronounced  than  in  the  early  years  of  PPS. 
Nevertheless,  ProPAC's  analysis  of  medical 
record  coding  practices  indicates  there  is  still 
substantial  potential  for  additional  change  (see 
Technical  Appendix  A).  Further,  the  implemen- 
tation of  ProPAC's  Recommendation  21,  which 
would  eliminate  age  as  a  patient  classification 
variable,  might  be  accompanied  by  a  renewed 
incentive  to  change  coding  practices.  In  particu- 
lar, hospitals  would  have  an  increased  incentive 
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to  code  complications  and  comorbidities  for  pa- 
tients over  age  69.  The  Commission  believes  this 
and  other  potential  coding  practice  changes  that 
might  affect  case-mix  measurement  should  con- 
tinue to  be  monitored. 

ProPAC  is  anxious  to  begin  working  with 
HCFA  on  identifying  and  evaluating  design  op- 


tions for  this  study.  Several  issues  need  to  be 
addressed  in  designing  the  study,  including  nec- 
essary precision,  hospital  sampling  strategies, 
timing,  and  methods  of  reabstraction.  In  addi- 
tion, the  study  design  should  incorporate  a 
method  to  examine  changes  in  the  amount  and 
type  of  information  recorded  on  the  medical 
record. 
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This  chapter  describes  the  Commission's  ana- 
lytic agenda  for  identifying  potential  improve- 
ments to  the  prospective  payment  system.  These 
plans  reflect  ProPAC's  continuing  efforts  to  de- 
velop an  empirical  basis  for  modifying  DRG 
classifications  and  calculating  the  payment 
amounts.  The  plans  flow  from  the  analyses  com- 
pleted to  date,  either  expanding  current  work  or 
studying  new  topics. 

Since  the  implementation  of  PPS  more  than 
three  years  ago,  many  government  and  private 
organizations  have  become  involved  in  PPS- 
related  research.  Considering  this  growing  body 
of  knowledge,  the  Commission  carefully  moni- 
tors research  being  planned  or  in  progress.  The 
Commission  consults  regularly  with  HHS, 
HCFA,  CBO,  and  other  government  entities  as 
well  as  with  professional  societies,  beneficiary 
organizations,  and  other  private-sector  groups. 
This  enables  ProPAC  to  define  an  analytic 
agenda  that  makes  the  best  use  of  its  limited 
resources. 

Although  the  implementation  of  PPS  has 
been  largely  successful,  technical  updates  and 
improvements  will  be  necessary  to  ensure  con- 
tinued equitable  payments  to  hospitals.  These 
include  ProPAC's  updates  of  the  payment 
amounts,  adjustments  to  the  DRG  classifications 
to  reflect  changes  in  medical  technologies  and 
practice  patterns,  and  other  technical  adjust- 
ments to  the  payment  mechanism. 

The  Commission  recognizes  the  need  to  look 
beyond  the  payment  mechanism  and  to  study 
the  effects  of  PPS  on  hospitals  and  beneficiaries. 
Now  that  the  system  has  been  in  effect  for  sev- 
eral years,  it  is  important  to  examine  how  hos- 
pitals have  responded  to  the  incentives  of  PPS 


and  the  effects  on  beneficiaries'  access  to  high- 
quality  care. 

Thus,  the  Commission's  analytic  agenda  re- 
flects a  balance  between  technical  updates  and 
improvements  to  the  payment  mechanism  as 
well  as  efforts  to  measure  and  adjust  for  the 
effects  of  PPS.  This  chapter,  which  summarizes 
these  analytic  plans,  is  divided  into  three 
sections:  (1)  DRG  classification  and  case-mix 
measurement,  (2)  improving  and  updating  the 
payment  amounts,  and  (3)  quality  of  care  and 
effects  of  PPS  on  beneficiaries. 

DRG  CLASSIFICATION  AND  CASE- 
MIX  MEASUREMENT 

In  the  past  two  years,  the  Commission  has 
considered  three  broad  approaches  to  improving 
the  measurement  of  case  mix: 

•  Retaining  the  current  system  but 
revising  it  incrementally  as  problems 
emerge; 

•  Retaining  the  system  in  principle  but 
reconstructing  it  using  newer,  more 
complete  data  bases;  and 

•  Implementing  an  alternative  system, 
either  in  conjunction  with  DRGs  or  to 
replace  DRGs. 

In  its  April  1986  report,  the  Commission  rec- 
ommended retaining  the  current  DRG  system 
along  with  several  incremental  modifications 
and  improvements.  At  the  same  time,  ProPAC 
voiced  its  concerns  regarding  the  significant 
variations  in  resource  use  evident  within  DRGs. 
The  report  described  the  Commission's  analytic 
plan  for  systematically  evaluating  these  vari- 
ations. 
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The  Commission  has  now  completed  this  eval- 
uation as  well  as  several  other  studies  designed 
to  improve  case-mix  measurement.  These 
included  an  analysis  of  the  use  of  patient  age  in 
defining  DRGs  and  two  pilot  projects  on  restruc- 
turing the  list  of  complications  and 
comorbidities  and  surgical  hierarchies.  Based  on 
this  work,  the  Commission  has  reaffirmed  its 
position  on  maintaining  the  DRG  system  for  the 
present  (Recommendation  20)  and  made  several 
recommendations  for  improvements  (Recom- 
mendations 21  through  23). 

In  the  long-term,  it  may  be  necessary  to  de- 
velop improvements  in  the  measurement  of  case 
mix  based  on  patient  information  not  currently 
available  from  the  discharge  abstract.  The  Com- 
mission believes,  however,  that  it  is  premature 
to  recommend  major  DRG  reconstruction  or  im- 
plementation of  one  of  the  alternative  systems 
that  use  additional  patient  data.  Some  of  the 
alternative  systems  are  still  under  development, 
and  much  of  the  work  needed  to  evaluate  these 
systems  has  yet  to  be  initiated.  Further,  the 
Commission  believes  that  the  administrative 
costs  as  well  as  the  benefits  associated  with  the 
reporting  of  new  data  should  be  considered 
before  adopting  any  alternative  system. 

The  rest  of  this  section  describes  ProPAC's 
analytic  plans  for  improving  case-mix  measure- 
ment. Based  on  the  approaches  cited  earlier,  the 
Commission's  efforts  will  focus  on: 

•  Developing  incremental  improvements 
related  to  new  technologies,  specific 
DRGs,  or  groups  of  DRGs; 

•  Developing  more  generic  improvements 
in  case-mix  measurement,  such  as  im- 
proved complication  and  comorbidity 
lists  and  adjustments  for  the  unique 
problems  of  specialty  hospitals; 

•  Monitoring  the  development  and  evalua- 
tion of  alternative  case-mix  systems;  and 

•  Developing  improvements  in  other  areas 
related  to  case  mix,  such  as  outlier  pay- 
ment policy  and  allocation  of  nursing 
costs. 


Technologies  and  Practice  Patterns 

For  the  past  two  years,  the  Commission  has 
analyzed  a  number  of  specific  problems 
associated  with  individual  technologies  and 
changes  in  medical  practice  patterns.  These 
issues  arise  from  staff  analyses  and  from  corre- 
spondence with  a  wide  variety  of  concerned  in- 
dividuals and  organizations.  Some  of  the  issues 
emerge  when  new  technologies  become 
Medicare-covered  services.  For  example,  in  the 
past  year,  the  Commission  studied  heart  trans- 
plantation and  cochlear  implantation  because 
they  became  covered  services.  Other  issues  sur- 
face as  practice  patterns  change.  In  the  coming 
year,  for  instance,  the  Commission  plans  to 
study  the  practice  changes  related  to  cardiac 
catheterization  during  myocardial  infarction. 

ProPAC  will  continue  to  devote  part  of  its 
resources  to  careful  review  of  these  issues  and 
further  in-depth  analysis  for  selected  cases.  The 
Commission  will  recommend  improvements  on  a 
case-by-case  basis,  where  appropriate,  to  incor- 
porate new  technologies  into  the  system  or  to 
reflect  medical  practice  pattern  changes. 

The  Commission  recognizes  the  difficulties  in- 
herent in  incorporating  new  technologies  and 
medical  practices  into  PPS.  ProPAC  continues 
to  consider  improvements  that  provide  appropri- 
ate incentives  for  the  development,  adoption, 
and  diffusion  of  new  technologies.  However,  the 
Commission  is  careful  to  avoid  promoting  the 
adoption  of  technologies  that  are  unproven  or 
unnecessary  for  the  efficient  delivery  of  high- 
quality  care. 

The  current  financial  incentive  to  implant  the 
least  costly  pacemaker  device,  for  example, 
could  have  an  adverse  impact  on  quality  of  care. 
Similar  incentives  may  exist  for  the  implanta- 
tion of  penile  prostheses.  The  Commission  is 
concerned  that  hospitals,  faced  with  this  pay- 
ment incentive,  may  deny  patients  access  to 
new  technologies.  ProPAC  plans  to  complete  a 
small-scale  project  to  study  beneficiary  access  to 
expensive  devices  under  PPS.  The  Commission 
is  also  considering  committing  resources  to 
track  the  development  and  diffusion  of  selected 
medical  technologies  so  that  it  can  assess  how 
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beneficiary  access  to  new  technologies  has 
changed  under  PPS. 

The  Commission  will  also  devote  resources  to 
studying  specific  DRGs,  or  groups  of  DRGs, 
which  exhibit  special  problems  that  may  be  ad- 
dressed by  modifying  the  DRGs.  In  some  cases, 
such  as  reconfiguring  the  lymphoma  and  leuke- 
mia DRGs,  DRG-specific  improvements  may  be 
recommended.  In  other  cases,  the  findings 
might  suggest  the  need  for  a  more  generic 
policy  adjustment,  such  as  addressing  the 
unique  problems  of  specialty  hospitals. 

Additional  coding  and  assignment  issues  will 
be  studied  for  individual  DRGs  or  groups  of 
DRGs.  For  example,  the  Commission  plans  to 
study  DRG  468  (operating  procedures  unrelated 
to  principal  diagnosis).  It  will  recommend  re- 
finements to  reduce  the  clinical  and  resource- 
use  heterogeneity  in  this  DRG.  Other  issues 
may  include  the  determination  of  principal  di- 
agnosis and  DRG  assignment  when  multiple 
procedures  are  performed  during  a  hospital 
stay. 

During  1986,  the  Commission  adopted  several 
principles  for  improving  case-mix  measurement. 
Two  of  these  principles  apply  not  only  to  new 
technologies  and  practice  pattern  changes  but 
also  to  more  generic  improvements  like  the 
elimination  of  age  as  a  criterion  for  classifica- 
tion. These  principles  are: 

•  The  analyses  supporting  the  develop- 
ment of  recommendations  will  focus 
primarily  on  the  Medicare  patient  popu- 
lation. The  Commission  will  consider 
other  population  groups  in  the  develop- 
ment of  case-mix  measurement  recom- 
mendations depending  on  the  availabil- 
ity of  data  and  the  feasibility  of  such  an 
effort. 

•  Where  possible,  recommendations 
regarding  changes  in  the  DRG  classifica- 
tion system  will  be  based  on  patient 
diagnostic  characteristics  that  reflect  ap- 
propriate treatment.  At  times,  however, 
it  will  be  necessary  to  recommend  DRG 
classification  based  on  treatment  or  di- 
agnostic procedures  provided. 


Further,  the  Commission  believes  that,  in 
some  situations,  it  may  be  necessary  to  assign 
new  technologies  to  unique,  temporary  device- 
or  procedure-specific  DRGs.  These  temporary 
DRGs  will  be  periodically  monitored;  the  DRG 
assignment  will  be  evaluated  after  three  years 
or  sooner,  if  appropriate.  The  Commission  has 
adopted  the  principle  of  calculating  a  DRG 
weight  using  the  best  data  available.  Occasion- 
ally, however,  technologies  are  in  such  early 
stages  of  diffusion  that  no  adequate  charge  or 
cost  data  will  be  available.  In  this  case,  the 
Commission  will  use  expert  judgment  to  supple- 
ment the  best  available  data. 

Case-Mix  Measurement  Issues 

The  Commission's  case-mix  measurement 
work  completed  since  the  April  1986  report  has 
focused  on  developing  refinements  in  the  DRG 
assignment  criteria.  These  analyses  included  a 
systematic  evaluation  of  DRGs  to  identify  poten- 
tial problems  in  DRG  construction  and  classifi- 
cation. In  addition,  the  Commission  studied  the 
appropriateness  of  using  age  as  an  assignment 
criterion,  and  possible  refinements  to  the  list  of 
CCs  and  to  the  surgical  hierarchies.  These  anal- 
yses are  reported  in  Technical  Appendix  B. 

The  Commission  will  continue  to  study  refine- 
ments to  the  DRG  system.  To  some  extent  this 
will  be  limited  to  monitoring  ongoing  studies  by 
HCFA  and  other  organizations.  It  is  likely,  how- 
ever, that  follow-up  analysis  or  further  collabo- 
rative work  with  HCFA  will  be  necessary.  The 
Commission's  analytic  plans  for  studying  refine- 
ments during  1987  are  described  briefly  below. 

Patient  Age — Patient  age  is  currently  used  to 
define  95  pairs  of  DRGs  that  distinguish  pa- 
tients who  are  under  70  from  those  70  years  or 
older.  Patients  70  years  or  older  are  currently 
grouped  with  patients  who  have  a  CC.  Based  on 
work  completed  since  the  April  1986  report,  the 
Commission  believes  that  defining  DRGs  on  the 
basis  of  having  a  CC,  regardless  of  age,  is  more 
appropriate.  As  a  result,  this  report  encourages 
the  Secretary  to  eliminate  age  as  an  assignment 
criterion  (Recommendation  21). 

The  Commission  also  urges  the  Secretary  to 
study  DRGs  that  currently  do  not  split  on  the 
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basis  of  age  and/or  CC  to  determine  if  splitting 
these  DRGs  on  the  basis  of  CC  alone  is  appropri- 
ate in  some  cases.  During  1987,  the  Commission 
will  monitor  work  conducted  by  HCFA  on  this 
issue.  If  necessary,  ProPAC  will  devote  its  own 
resources  to  complete  this  analysis. 

Complications  and  Comorbidities — The  Com- 
mission previously  expressed  its  concern  regard- 
ing the  adequacy  of  the  current  list  of  CCs. 
Based  on  work  completed  since  the  April  1986 
report,  ProPAC  believes  that  refining  the  defini- 
tion of  CCs  will  improve  the  ability  of  the  DRGs 
to  capture  differences  in  case  complexity.  The 
Commission  is  aware  that  HCFA  has  several 
studies  under  way  to  develop  and  evaluate 
modifications  to  the  CC  list.  The  Commission 
will  monitor  the  progress  of  these  efforts  and 
will  evaluate  any  changes  proposed  by  the  Sec- 
retary. 

It  is  likely  that  improvements  in  the  list  of 
CCs  (e.g.,  the  use  of  MDC-  or  DRG-specific  lists) 
would  affect  the  results  of  past  and  future  anal- 
yses of  patient  age.  Improving  the  CC  lists  in 
conjunction  with  the  elimination  of  age  as  a 
criterion  would  probably  improve  the  DRGs  fur- 
ther. This  needs  additional  study,  however. 

Operating  Room  Procedures — The  Commis- 
sion has  continued  to  urge  the  Secretary  to 
review  and  update  the  list  of  operating  room 
procedures  and  surgical  hierarchies.  During 
1986,  ProPAC  completed  a  pilot  study  that  ex- 
amined the  current  surgical  hierarchies  for 
three  MDCs.  The  findings  indicate  that  the  sur- 
gical hierarchies  need  to  be  examined  on  a  sys- 
temwide  basis.  A  regular  evaluation,  combining 
clinical  and  statistical  methodologies,  would  pro- 
vide more  appropriate  surgical  procedure 
groupings  and  hierarchies.  The  Commission  will 
monitor  closely  the  efforts  by  HCFA  in  this  area 
and  evaluate  future  refinements. 

Specialty  Hospitals — The  Commission  has  in- 
creasingly become  concerned  that  the  current 
DRG  classifications  and  weights  do  not  appro- 
priately reflect  the  resource  use  of  specialty  hos- 
pitals under  PPS.  As  referral  institutions,  these 
centers  may  treat  only  the  most  complicated 
cases  in  a  given  DRG.  Findings  from  an  analysis 


of  burn  cases,  reported  in  the  April  1986  report, 
illustrate  this  point. 

Analyses  completed  since  the  April  1986 
report  suggest  an  even  greater  need  to  evaluate 
specialty  centers.  The  results  showed  that  re- 
finements in  the  DRGs  that  significantly  in- 
crease DRG  homogeneity  may  not  have  major 
hospital-level  effects.  That  is,  even  if  the  hetero- 
geneity within  DRGs  can  be  reduced,  the  above- 
average  resource  costs  for  patients  in  certain 
hospitals  remain  largely  unaffected.  To  the 
extent  that  higher  costs  are  not  due  to  unneces- 
sary treatment  or  inefficiencies,  these  hospitals 
will  be  paid  unfairly  under  PPS.  Specialty  hos- 
pitals comprise  one  group  of  hospitals  where 
this  may  be  true.  The  Commission  plans  to  con- 
tinue its  analysis  of  specialty  hospitals  during 
1987  and  will  recommend  improvements  where 
appropriate. 

Coding  Issues — The  Commission  has  contin- 
ued to  identify  problems  related  to  the  ICD-9- 
CM  coding  system  for  procedures  and  diagnoses. 
ProPAC  believes  that  maintaining  and  updating 
the  current  ICD-9-CM  system  is  critical  to  en- 
suring appropriate  DRG  assignment.  ProPAC 
has  identified  other  areas  for  further  evaluation 
and  plans  to  continue  studying  these  issues  as 
well  as  monitoring  changes  in  the  coding 
system.  These  analyses  are  likely  to  include:  (1) 
an  evaluation  of  the  extent  to  which  revisions  to 
the  DRGs  should  explicitly  consider  the  use  of 
multiple  codes  to  describe  a  single  disease 
entity,  and  (2)  whether  more  explicit,  consistent 
rules  for  coding  patients  with  multiple  condi- 
tions or  procedures  should  be  developed. 

Alternative  Case-Mix  Measurement 
Systems 

The  Commission  recognizes  that  in  the  long- 
term  it  may  be  necessary  to  consider  an  alterna- 
tive patient  classification  system  to  replace  or 
modify  the  DRGs.  However,  research  comparing 
the  alternative  case-mix  measurement  systems 
is  still  at  a  preliminary  stage.  It  is  unlikely  that 
any  of  the  systems  could  be  considered  for  PPS 
use  in  the  next  one  to  two  years.  A  comprehen- 
sive study  on  a  single  data  base  comparing  all 
the  systems  has  yet  to  be  initiated. 
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Several  of  the  systems  use  the  same  patient 
discharge  data  as  the  DRG  system,  while  others 
use  data  not  currently  available  from  patient 
discharge  abstracts.  Systems  using  data  that 
supplement  what  is  currently  collected  may 
show  promise  for  case-mix  measurement.  But 
these  systems  are  largely  untested  and  gener- 
ally involve  additional  cost.  It  is  unclear  if  any 
of  the  systems  using  existing  discharge  data  sig- 
nificantly improves  case-mix  measurement.  The 
Commission  will  continue  to  monitor  the  devel- 
opment and  evaluation  of  these  systems. 

Other  Issues  Related  to  Case-Mix 
Measurement 

The  Commission  will  continue  to  devote  re- 
sources to  study  issues  related  to  case-mix  meas- 
urement, including: 

•  Policies  designed  to  deal  with  deficien- 
cies in  the  measurement  of  case  mix, 
such  as  outlier  payments; 

•  Technical  adjustments  or  methodological 
concerns  regarding  the  use  of  DRGs  for 
payment,  such  as  the  allocation  of  nurs- 
ing costs;  and 

•  Variations  in  resource  use  not  accounted 
for  by  DRGs. 

The  Commission  plans  to  study  these  issues 
and  others  related  to  case  mix  as  they  emerge. 
Specific  plans  are  described  below. 

Outlier  Payment  Policy — The  Commission  is 
concerned  that  current  outlier  payment  policy 
may  not  result  in  payments  that  are  related 
equitably  to  hospital  use  of  resources.  The  Com- 
mission believes  that  further  research  is  needed 
to  determine  the  appropriateness  of  current 
outlier  policy.  Outlier  analyses  completed  by 
ProPAC  indicate  that  outlier  payments  and  dis- 
charges are  unevenly  distributed  across  hospital 
groups  and  by  DRGs.  The  Commission  recom- 
mends that  risk  should  be  evaluated  at  both  the 
case  level  and  the  hospital  level  as  refinements 
to  the  outlier  payment  policy  are  developed 
(Recommendation  17). 

The  Commission  believes  that  daily  costs 
should  be  examined  to  determine  the  level  of 


financial  risk  for  outlier  cases.  It  plans  to  fund 
a  major  research  project  to  examine  costs  for 
particular  services  for  each  day  of  a  stay  and  to 
identify  the  major  factors  that  influence  varia- 
tion in  the  daily  incremental  cost  of  care.  The 
results  of  these  analyses  should  help  ProPAC 
recommend  changes  in  outlier  payment  policy 
to  reflect  more  accurately  the  resources  hospi- 
tals use  to  treat  outlier  cases. 

Transfers  and  Readmissions — Patients  who 
have  been  transferred  between  hospitals  may  be 
more  severely  ill  than  those  who  have  not.  This 
is  a  more  likely  problem  for  selected  DRGs, 
such  as  burns.  The  Commission  will  continue  to 
evaluate  transfer  policies  in  the  context  of  indi- 
vidual DRG  analyses.  ProPAC  will  study  the 
adequacy  of  payments  for  the  transferring  and 
receiving  hospitals  as  well  as  the  incentives  of 
current  policy. 

!  Changes  in  readmission  and  transfer  rates 
may  provide  empirical  evidence  about  how  PPS 
affects  beneficiary  access  to  hospital  care.  The 
Commission  will  examine  changes  in  readmis- 
sion rates  as  part  of  its  study  of  targeted  groups 
of  beneficiaries  described  later  in  this  chapter. 
Readmissions  and  transfers  also  will  be  studied 
to  monitor  hospital  responses  to  PPS  incentives. 

Nursing  Intensity — Nursing  intensity  vari- 
ations exist  both  within  and  across  DRGs.  Vari- 
ations within  DRGs  are  likely  to  be  closely 
linked  to  variations  in  patient  complexity,  or 
heterogeneity,  which  has  been  the  focus  of 
much  of  the  Commission's  case-mix  measure- 
ment work  to  date.  Nursing  intensity  variations 
across  DRGs  currently  are  not  reflected  fully  in 
the  DRG  weights.  This  was  caused  by  the  meth- 
ods used  to  allocate  nursing  costs  in  calculating 
the  weights. 

In  its  1985  and  1986  April  reports,  the  Com- 
mission voiced  its  concern  about  the  possible 
inaccuracies  introduced  in  the  DRG  weights  as 
a  result  of  nursing  cost  allocation  methods. 
During  1986,  the  Commission  completed  some 
small-scale  research  projects  and  monitored 
other  research  to  document  the  magnitude  of 
the  problem.  Further,  using  the  most  recent  re- 
search findings,  ProPAC  simulated  the  effect  of 
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adjusting  the  DRG  weights  to  account  for  nurs- 
ing intensity. 

The  simulation  results  show  that  adjusting 
for  variations  in  nursing  intensity  is  likely  to 
have  limited  effects  on  DRG  weights  and  hospi- 
tal case-mix  indexes.  Thus,  no  major  research  is 
planned  at  this  time.  The  Commission  will,  how- 
ever, continue  small-scale  efforts  to  monitor 
other  work  and  will  consider  studying  specific 
issues  and  DRGs. 

The  Commission  recognizes  the  importance  of 
nursing  services  in  the  provision  of  high-quality 
hospital  care.  To  date,  however,  there  is  little 
evidence  about  the  relationships  among  nursing 
skill  mix,  the  amount  of  nursing  care,  and  qual- 
ity of  care.  During  1987,  the  Commission  will 
consider  committing  resources  to  gain  more 
understanding  about  this  relationship.  In  devel- 
oping improvements  in  the  DRGs,  ProPAC  will 
continue  to  consider  the  ability  of  the  DRG 
system  to  promote  appropriate  levels  of  nursing 
services. 

Labor/Nonlabor  Portions  of  the  Payment 
Amounts — The  Commission  has  continued  to  be 
concerned  about  DRGs  involving  expensive 
implantable  devices.  The  current  methodology 
for  the  payment  mechanism  and  for  DRG 
weight  calculation  assumes  that  approximately 
75  percent  of  costs  are  labor-related.  Payment 
inequities  may  occur  for  DRGs  where  nonlabor 
accounts  for  significantly  more  or  less  than  25 
percent  of  costs. 

The  financial  impact  of  adjusting  the  stand- 
ardized amounts  to  account  for  the  variation  in 
labor  portions  across  DRGs  is  uncertain.  The 
Commission  believes,  therefore,  that  this  issue 
deserves  further  study.  ProPAC  will  review  the 
findings  from  research  sponsored  by  HCFA, 
which  was  made  available  recently.  Where  ap- 
propriate, the  Commission  will  initiate  further 
studies  to  examine  the  effects  of  the  area  wage 
index  and  the  labor  and  nonlabor  cost  portions 
of  the  standardized  amounts  on  PPS  payments 
to  hospitals. 

Medicare  Eligibility  on  the  Basis  of  Disabil- 
ity or  End  Stage  Renal  Disease— In  1972,  Medi- 
care eligibility  was  extended  to  persons  with 


end  stage  renal  disease  (ESRD)  and  persons  who 
had  been  receiving  social  security  disability 
benefits  for  24  months.  The  Commission  is  inter- 
ested in  studying  whether  beneficiaries  who  are 
eligible  for  Medicare  due  to  ESRD  or  disability 
differ  from  those  who  are  over  65  in  terms  of 
the  conditions  treated  and  the  resources 
consumed.  Significant  inequities  in  payments 
could  reduce  access  to  high-quality  care  for 
ESRD  and  disabled  patients. 

ProPAC  resources  already  have  been  commit- 
ted to  other  analyses  that  involve  Medicare 
beneficiaries  eligible  because  of  ESRD  disability. 
One  of  ProPAC's  current  studies  involves  ana- 
lyzing the  appropriateness  of  the  coding  for 
ESRD  beneficiaries.  The  Commission's  study  of 
targeted  groups  of  beneficiaries  is  examining 
characteristics  of  the  disabled  population  and 
comparing  them  with  other  potentially  vulner- 
able groups  (e.g.,  frail  Medicare  patients).  The 
Commission  is  considering  committing  addi- 
tional resources  to  study  this  issue  further. 

Variations  in  Resource  Use — Variations  in 
resource  use  have  been  the  primary  focus  of 
efforts  to  improve  case-mix  measurement.  The 
objective  has  been  to  reduce  patient-level  vari- 
ations in  charges  within  DRGs.  However,  re- 
sults of  the  Commission's  systematic  evaluation 
suggest  that  DRG  refinements  that  reduce  vari- 
ations within  DRGs  on  the  patient  level  do  not 
necessarily  have  important  effects  on  the  hospi- 
tal level.  Nevertheless,  the  refinements  may 
still  be  desirable  to  provide  more  accurate  DRG 
weights. 

If  hospital-level  variations  remain  largely  un- 
affected by  refinements  on  the  fringes  of  the 
DRG  system,  it  becomes  more  important  to  ex- 
amine the  distribution  of  hospital-level  resource 
use.  The  systematic  evaluation  results  demon- 
strated, not  surprisingly,  that  hospitals  with 
higher  charges  are  more  likely  to  be  teaching, 
urban,  and  disproportionate  share  hospitals. 
The  Commission  will  expand  its  examination  of 
hospital-level  variations  as  improvements  to 
case-mix  measurement  are  developed. 
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IMPROVING  AND  UPDATING  THE 
PAYMENT  AMOUNTS 

The  Commission's  objective  in  improving  DRG 
classification  and  case-mix  measurement  is  to 
ensure  that  payments  are  distributed  appropri- 
ately based  on  the  resources  required  to  treat 
individual  patients.  In  addition  to  equitable  pay- 
ment distribution,  ProPAC  believes  that  deter- 
mining appropriate  aggregate  payment  levels  is 
critical  to  the  provision  of  quality  care  for  Medi- 
care beneficiaries.  The  Commission,  therefore, 
devotes  significant  resources  to  this  effort. 

This  section  describes  the  Commission's  ana- 
lytic plans  for  determining  appropriate  payment 
levels  and  distributing  payments  to  hospitals.  It 
begins  with  a  discussion  of  ProPAC's  analytic 
plans  to  support  its  deliberations  on  an  appro- 
priate change  in  the  base  payment  amount  for 
hospitals.  This  is  followed  by  a  description  of 
the  Commission's  research  agenda  for  studying 
other  issues  related  to  the  payment  amounts. 
Included  here  are  plans  for  studying  the  effect 
of  payment  distribution  for  selected  hospital 
classes  and  the  inclusion  of  capital  in  PPS. 

Updating  the  Standardized  Amounts 

ProPAC  is  required  to  develop  recommenda- 
tions regarding  the  rate  at  which  the  Medicare 
standardized  amounts  should  be  updated  annu- 
ally. The  update  factor  consists  of  two  major 
components — the  market  basket  adjustment  and 
the  discretionary  adjustment  factor.  In  the  rec- 
ommendation for  the  fiscal  year  1988  rates,  the 
update  factor  includes  a  third  major  compo- 
nent— an  adjustment  to  the  standardized 
amounts  based  on  more  recent  cost  data  (Rec- 
ommendation 2). 

The  market  basket  adjustment  allows  for 
changes  in  the  cost  of  the  goods  and  services 
used  by  hospitals.  Since  issuing  its  April  1986 
report,  ProPAC  conducted  several  analyses  of 
hospital  market  basket  components.  The  Com- 
mission will  continue  to  monitor  market  basket 
issues,  but  no  further  analytic  efforts  currently 
are  planned  in  this  area.  The  Commission's  ef- 
forts to  continue  to  refine  methods  for  measur- 
ing the  components  of  the  DAF  and  for  analyz- 
ing the  standardized  amounts  are  discussed 
below. 


The  Discretionary  Adjustment  Factor — The 

DAF  is  a  component  of  ProPAC's  update  factor 
recommendation  which  reflects  judgments  re- 
garding four  factors  that  influence  the  average 
cost  of  a  discharge.  These  factors  are  measures 
of:  scientific  and  technological  advances,  hospi- 
tal productivity,  site-of-care  substitution,  and 
real  case-mix  change.  In  establishing  the  DAF, 
the  Commission  strives  to  ensure  that  Medicare 
inpatient  payment  levels  are  appropriate  to 
enable  hospitals  to  provide  high-quality,  cost- 
effective  care  for  beneficiaries. 

The  Commission  continues  to  devote  signifi- 
cant resources  to  refining  its  measurement  of 
change  in  the  factors  comprising  the  DAF. 
These  efforts  include  identifying  new  data 
sources  as  well  as  precise  measures  of  changes 
in  the  factors  and  their  interrelationships.  Spe- 
cific analytic  activities  are  described  below. 

Scientific  and  Technological  Advances — The 
purpose  of  this  portion  of  the  discretionary 
adjustment  factor  is  to  provide  adequate  funds 
for  adoption  of  cost-effective,  quality-enhancing 
technologies.  The  scientific  and  technological 
advances  adjustment  recognizes  the  need  for  an 
allowance  for  relatively  new  technologies  that 
are  in  the  early  stages  of  diffusion. 

During  1987,  the  Commission  will  attempt  to 
improve  its  understanding  of  technology  diffu- 
sion and  its  impact  on  Medicare  costs  per  case. 
Particular  emphasis  will  be  placed  on  determin- 
ing the  point  at  which  a  technology  has  diffused 
adequately  so  that  additional  funding  through 
the  DAF  is  no  longer  necessary. 

Productivity — The  Commission  will  refine  its 
efforts  to  measure  total  factor  productivity,  ac- 
counting for  changes  in  outputs  that  are  pro- 
duced by  a  given  level  of  inputs.  Total  factor 
productivity  refers  to  productivity  measures 
that  reflect  labor,  nonlabor,  and  capital  inputs. 
The  Commission's  work  will  attempt  to  more 
directly  reflect  the  fact  that  outputs  tend  to 
change  more  rapidly  in  the  hospital  industry 
than  in  other  industries. 

In  1987,  the  Commission  will  continue  to  ex- 
amine measures  of  total  factor  productivity 
based  on  per  day  and  per  admission  measures  of 
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output.  Analysis  will  focus  on  empirical  meas- 
ures of  hospital  productivity  that  are  developed 
by  aggregating  productivity  measures  for  indi- 
vidual hospital  departments.  Data  will  be  re- 
fined to  permit  measurement  of  productivity 
based  on  departmental  units  of  service.  The 
Commission  also  plans  to  refine  the  unadjusted 
measures  to  account  for  changes  in  skill  mix, 
occupancy  rates,  and  the  DRG  case-mix  index. 

Site-of-Care  Substitution — In  order  to  measure 
site-of-care  substitution,  data  must  be  obtained 
about  services  provided  to  a  patient  both  in  and 
outside  of  the  hospital  for  an  entire  episode  of 
illness.  CBO  and  ProPAC  have  recently  created 
a  data  set  that  links  Medicare  Part  A  and  Part 
B  billing  data,  by  beneficiary,  for  an  episode  of 
illness.  ProPAC  plans  to  use  these  data  to  quan- 
tify the  amount  of  site-of-care  substitution  that 
has  occurred. 

Concurrently,  the  Commission  plans  to  de- 
velop proxies  for  site-of-care  usage  to  measure 
total  resources  consumed  during  an  episode  of 
illness.  ProPAC  also  will  examine  shifts  in  the 
site  of  care  for  selected  procedures  and  changes 
in  the  proportion  of  procedures  or  services  deliv- 
ered on  an  outpatient  basis. 

Real  Case-Mix  Change — The  Commission  rec- 
ognizes three  sources  of  case-mix  change: 
changes  in  case  complexity  within  DRGs, 
changes  in  patients  and  treatments  across 
DRGs,  and  changes  in  coding  practices  that 
result  in  different  DRG  assignments. 

Only  the  first  two  sources  are  considered  real 
case-mix  change  because  they  reflect  changes  in 
patient  resource  requirements.  Therefore,  they 
are  the  only  types  of  change  relevant  to  the 
DAF.  Changes  in  patients  and  treatments  across 
DRGs  and  changes  in  coding  practices  are  re- 
flected in  the  case-mix  index.  Thus,  it  is  impor- 
tant to  separate  real  case-mix  change  from 
coding  change. 

The  Commission  is  undertaking  two  major  ef- 
forts to  measure  real  case-mix  change.  The  first 
is  the  continuation  of  a  study  conducted  to  pro- 
vide estimates  of  real  case-mix  change  across 
DRGs.  The  methodology  minimizes  the  effects  of 
coding  changes  on  the  case-mix  index  by  using 


an  "optimized"  DRG  case-mix  index  for  1984 
through  1986.  Specifically,  this  technique  esti- 
mates what  the  DRG  case-mix  index  would  have 
been  for  the  period  if  hospitals  had  coded  all 
cases  in  a  manner  that  maximized  reimburse- 
ment within  plausible  constraints.  The  Commis- 
sion plans  to  validate  and  refine  this  methodol- 
ogy to  improve  measures  of  real  case-mix 
change  over  time. 

In  its  second  major  effort,  ProPAC  plans  to 
participate  in  a  medical  record  reabstraction 
study  designed  to  distinguish  between  real  case- 
mix  change  and  changes  due  to  coding  practices. 
ProPAC  will  work  with  HCFA  to  design  and 
fund  this  study.  Medical  records  will  be  system- 
atically examined  to  directly  measure  case-mix 
change  over  time.  The  most  important  use  of 
data  from  this  study  will  be  the  validation  of 
alternative  indirect  methods  for  estimating 
case-mix  change,  which  can  be  applied  to  ongo- 
ing analyses. 

Finally,  the  Commission  will  continue  to  ex- 
amine medical  record  coding  changes  and  how 
these  changes  may  affect  case-mix  index 
change.  The  Commission  also  will  refine  and 
update  measures  of  case-complexity  change 
within  DRGs. 

Studies  of  Cost  Report  Data — The  Commis- 
sion examined  first-year  PPS  cost  data  to  deter- 
mine both  changes  in  costs  per  case  since  1981 
and  hospital  financial  status.  These  analyses 
provided  valuable  information  for  the  Commis- 
sion's deliberations  regarding  an  appropriate 
update  for  the  payment  amounts.  As  more 
recent  data  become  available,  the  Commission 
will  continue  to  examine  these  issues. 

The  timely  availability  of  Medicare  Cost 
Report  data  is  essential  for  analyzing  the  effects 
of  PPS  on  hospitals.  A  study  conducted  by  the 
Rand  Corporation  for  ProPAC  demonstrated 
that  cost  data  received  early  in  the  fiscal  year 
can  be  used  to  estimate  the  cost  characteristics 
of  PPS  hospitals  as  a  whole.  ProPAC  will  spon- 
sor another  analysis  to  determine  if  a  similar 
early  return  sample  can  be  developed  for  PPS- 
excluded  hospitals. 
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ProPAC  also  plans  to  investigate  issues  relat- 
ed to  the  validity  of  Medicare  Cost  Report  data 
submitted  during  PPS  years.  Specifically,  the 
Commission  plans  to  examine  the  cost-finding 
process  used  in  the  cost  report  as  well  as  the 
accuracy  of  the  data  reported  by  hospitals. 

Finally,  the  Commission  plans  to  combine 
Medicare  Cost  Report  data  with  patient  billing 
data.  Analyses  will  be  conducted  regarding  the 
appropriate  data  for  recalibrating  the  DRG 
weights,  estimating  capital  cost  variations 
across  DRGs,  and  comparing  costs  and  pay- 
ments for  individual  DRGs. 

Other  Issues  Related  to  the 
Payment  Amounts 

Besides  conducting  analyses  to  support  recom- 
mendations for  the  update  factor,  the  Commis- 
sion will  continue  to  examine  selected  policies 
that  also  affect  the  level  and  distribution  of  pay- 
ments to  hospitals.  The  Commission  will  focus 
on  those  policies  that  may  systematically 
underpay  or  overpay  hospitals.  It  also  will  ex- 
amine whether  PPS  is  an  appropriate  payment 
mechanism  for  selected  hospitals  because  of 
their  unique  cost  structures.  Finally,  the  Com- 
mission will  continue  to  examine  issues  arising 
when  capital  is  incorporated  into  PPS  pay- 
ments. 

In  order  to  address  these  issues,  the  Commis- 
sion plans  to  conduct  analyses  that  will  provide 
information  on  the  nature  of  variations  in  costs 
among  hospitals.  Such  information  will  provide 
insight  into  the  potential  impact  of  future  PPS 
policy  decisions  on  hospitals.  Additional  details 
regarding  ProPAC's  analysis  of  other  payment 
issues  are  provided  below. 

Excluded  Hospitals — Although  psychiatric, 
rehabilitation,  pediatric,  and  long-term  care  fa- 
cilities are  excluded  from  PPS,  ProPAC  is  re- 
quired to  recommend  an  update  factor  for  the 
target  rate  of  increase  limits  for  these  hospitals. 
In  1987,  the  Commission  will  continue  to  exam- 
ine the  differences  in  the  cost  structure  of  ex- 
cluded hospitals  compared  with  PPS  hospitals. 

Research  will  emphasize  understanding  how 
PPS  incentives  affect  the  performance  of  ex- 
cluded hospitals.  This  information  will  be  used 


to  develop  an  appropriate  update  factor  for 
these  hospitals.  The  Commission  will  study  the 
impact  of  changes  in  case  mix  and  site  of  care 
on  these  hospitals'  costs  and  service  delivery. 
ProPAC  also  plans  to  extend  its  productivity 
study,  described  in  the  section  on  the  DAF,  to 
excluded  hospitals. 

Rural  Hospitals — The  Commission  believes 
that  some  PPS  policies  may  systematically  place 
rural  hospitals  at  a  disadvantage.  To  determine 
the  extent  of  problems  rural  hospitals  face,  the 
Commission  plans  to  undertake  two  efforts.  The 
first  will  define  and  examine  the  financial  risk 
that  small,  isolated  rural  hospitals  must  over- 
come and  the  factors  in  PPS  that  may  exacer- 
bate this  risk.  Second,  the  Commission  will  iden- 
tify changes  in  urban  and  rural  hospital  cost 
structures  for  the  period  1981  through  1985,  and 
the  implications  of  these  changes  for  PPS  pay- 
ment policy. 

ProPAC  will  also  examine  differences  be- 
tween urban  and  rural  hospitals  in  its  study  of 
other  issues  discussed  in  this  chapter.  For  exam- 
ple, rural  hospitals  will  be  a  unit  of  analysis  in 
the  Commission's  studies  of  case-mix  change 
and  outlier  payments. 

Capital  Payment  Under  PPS— Since  its  1986 
report,  the  Commission  has  conducted  several 
analyses  related  to  the  capital  payment  issue. 
As  a  result  of  these  analyses,  ProPAC  has 
reaffirmed  and  revised  some  of  its  1986  capital 
payment  recommendations.  Because  future 
Medicare  capital  payment  policy  remains  un- 
clear, the  Commission  plans  to  continue  its 
analysis  of  this  issue  in  1987. 

Several  capital  payment  implementation 
issues  remain  on  the  Commission's  analytic 
agenda  from  1986.  These  issues  include  study  of 
geographic  variations  in  construction  costs,  in- 
clusion of  capital  in  the  hospital  market  basket, 
and  the  effect  of  capital  on  other  PPS  payment 
components.  Although  ProPAC  has  studied 
these  issues,  the  Commissioners  found  it  diffi- 
cult to  incorporate  these  analyses  in  recommen- 
dations because  of  the  uncertainty  of  future 
policy.  ProPAC  continues  to  believe  the  issues 
are  important  for  the  implementation  of  new 
capital  payment  policy  and  plans  to  continue 
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examining  these  areas.  Other  specific  analytic 
activities  are  outlined  below. 

Analysis  of  Vulnerable  Hospitals  Under  New 
Capital  Payment  Policy — The  Commission  will 
continue  to  examine  hospitals  that  may  be  fi- 
nancially vulnerable  under  new  capital  pay- 
ment policy  as  a  result  of  current  or  near-term 
capital  obligations.  Using  an  investment  model, 
ProPAC  will  monitor  the  potential  effects  of  a 
new  capital  payment  system  on  hospitals  (see 
Technical  Appendix  A).  The  Commission  plans 
to  examine  closely  the  number  and  characteris- 
tics of  hospitals  that  may  be  financially  vulner- 
able under  new  capital  payment  initiatives. 
Efforts  will  focus  on  identifying  financing  mech- 
anisms that  may  assist  hospitals  during  a  tran- 
sition to  a  new  capital  payment  system  and  how 
hospitals  can  take  advantage  of  such  mecha- 
nisms. 

DRG  Capital  Intensity  Variations — The  Com- 
mission believes  that  the  payment  system 
adopted  should  reflect  the  capital  resources 
consumed  during  an  inpatient  stay.  It  will  study 
whether  the  existing  charge-based  weights  accu- 
rately reflect  the  capital  intensity  of  each  DRG. 
The  Commission  plans  to  examine  the  variation 
in  capital  resource  intensity  across  DRGs  as 
well  as  within  selected  DRGs.  Analysis  results 
will  help  determine  whether  it  is  appropriate  to 
distribute  capital  payments  on  the  basis  of  exist- 
ing DRG  weights,  or  if  some  alternative  pay- 
ment method  is  necessary. 

Hospital-Level  Effects  of  PPS 

The  Commission  continues  to  be  concerned 
about  the  effects  of  PPS  on  hospitals,  particu- 
larly the  adequacy  of  payment  levels  and  the 
distribution  of  payments  across  types  of  hospi- 
tals. Analyses  of  hospital  costs  and  payments 
contribute  to  the  Commission's  annual  update 
factor  recommendations  and  to  ProPAC's 
annual  report  on  the  impact  of  PPS.  In  the 
long-term,  these  analyses  will  also  provide  in- 
sight into  the  effect  of  PPS  incentives  on  hospi- 
tals. 

The  Commission  will  continue  to  model  PPS 
payments  focusing  on  the  distribution  of  pay- 
ments across  hospitals.  ProPAC's  analysis  will 
update  information  on  the  distribution  of  pay- 


ments, including  adjustments  for  teaching,  dis- 
proportionate share,  and  outliers  across  hospital 
types.  The  Commission  will  study  further  differ- 
ences in  case-mix  index  change  across  hospitals. 
Results  will  provide  information  about  the 
extent  to  which  hospitals  must  adapt  to  the  new 
incentives  and  requirements  of  PPS.  Such  pay- 
ment reallocations  ultimately  may  affect 
whether  the  hospital  industry  can  continue  to 
provide  Medicare  beneficiaries  with  quality 
care. 

Management  Strategies  and  the 
Administrative  Cost  of  Care 

The  Commission  intends  to  continue  its  exam- 
ination of  selected  hospital  managerial  strate- 
gies and  their  potential  effect  on  the  cost  and 
quality  of  care.  Using  existing  data  sources, 
ProPAC  plans  to  study  the  effects  of  strategies 
adopted  by  hospitals  to  improve  efficiency.  The 
Commission  will  study  possible  differences  in 
labor  expenses  and  skill  mix  between  hospitals 
that  implement  selected  strategies  and  those 
that  adopt  alternative  strategies.  The  Commis- 
sion also  plans  to  examine  changes  in  services 
provided  by  hospitals.  Specifically,  ProPAC  is 
interested  in  evaluating  strategies  that  are  de- 
signed to  change  or  reduce  selected  services. 

In  addition,  ProPAC  will  examine  the  admin- 
istrative costs  of  providing  inpatient  hospital 
care.  Analysis  will  identify  the  costs  of  manag- 
ing the  Medicare  program.  It  will  also  study  the 
administrative  costs  hospitals  incur  in  deliver- 
ing care  to  beneficiaries.  The  Commission  espe- 
cially is  interested  in  the  extent  to  which  hospi- 
tal administrative  costs  are  changing  relative  to 
changes  in  patient  care  costs.  To  study  this 
issue,  the  Commission  plans  to  examine  changes 
in  the  ratio  of  administrative  personnel  to  pa- 
tient care  personnel  per  admission  since  the  be- 
ginning of  PPS.  While  the  study  of  administra- 
tive costs  will  not  generate  exact  estimates,  it 
will  provide  information  regarding  the  general 
magnitude  of  such  costs. 

QUALITY  OF  CARE  AND  EFFECTS 
OF  PPS  ON  BENEFICIARIES 

Since  the  beginning  of  its  work,  one  of  the 
Commission's  highest  priorities  has  been  to 
ensure  that  Medicare  beneficiaries  have  access 
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to  high-quality  health  care.  The  prospective 
payment  system  was  designed  with  financial  in- 
centives to  encourage  hospitals  to  provide  care 
in  the  most  cost-effective  manner.  Some  meth- 
ods to  achieve  lower  costs,  however,  could  lead 
to  inappropriate  reductions  in  quality  or  access 
to  care.  The  Commission  therefore  evaluates  all 
technical  and  analytic  work  with  consideration 
for  its  impact  on  quality  of  care. 

The  financial  success  or  failure  of  hospitals, 
for  example,  can  affect  access  to  high-quality 
health  care  for  Medicare  beneficiaries.  Thus, 
the  Commission's  recommendations  related  to 
payment  amounts  under  PPS  are  developed 
with  attention  to  the  impact  that  over-  or 
underpayment  may  have  on  access  and  quality. 
ProPAC  is  aware  of  the  wide  variability  in  the 
financial  status  of  individual  hospitals.  An  ade- 
quate payment  amount  for  one  hospital,  or  class 
of  hospitals,  may  be  quite  inadequate  for  an- 
other. 

The  Commission's  continued  work  on  rural 
hospitals,  and  past  work  on  disproportionate 
share  hospitals,  also  demonstrates  its  concern 
with  quality  and  access  to  care.  For  these  hospi- 
tals, the  Commissioners  have  been  concerned 
that  inadequate  payment  amounts  may  result 
in  hospital  closures  or  the  inability  of  hospitals 
to  accept  some  patients.  Either  result  would 
compromise  access  to  care.  Similarly,  quality 
might  be  reduced  inappropriately  if  inadequate 
revenues  constrain  the  expenditure  of  resources 
to  care  for  patients. 

Changes  in  the  use  of  and  payment  for  new 
technologies  can  also  affect  the  quality  of  care 
delivered  to  beneficiaries.  The  Commissioners 
wish  to  ensure  that  PPS  does  not  inhibit  the 
development  and  diffusion  of  new  technologies. 
On  the  other  hand,  ProPAC  would  find  the  in- 
appropriate adoption  of  new  technologies  unac- 
ceptable. It  has  addressed  these  concerns  by  im- 
plementing a  series  of  approaches  for  adjust- 
ments to  PPS  that  can  help  foster  the  appropri- 
ate adoption  of  new  technologies. 

These  are  examples  of  how  ProPAC's  major 
activities — recommending  payment  amounts 
and  adjustments  to  the  DRGs  —  relate  to  qual- 
ity of  care.  In  addition,  the  Commission  will 


continue  to  devote  significant  resources  to  ac- 
tivities more  directly  related  to  quality  and 
access.  These  are  described  below. 

General  Monitoring  Activities 

The  Commission  monitors  others'  quality  of 
care  efforts  to  avoid  duplicating  work  under 
way  elsewhere.  For  example,  ProPAC  recognizes 
the  important  and  evolving  role  of  the  PROs  in 
ensuring  quality  of  care  under  PPS.  During 
1987,  the  Commission  will  intensify  its  existing 
study  of  PRO  responsibilities,  particularly  those 
related  to  quality  of  care  review.  ProPAC  also 
will  monitor  the  role  and  responsibility  of  the 
SuperPRO  and  its  impact  on  quality  of  care. 

Analytic  Agenda  for  Quality  of  Care 
Research 

In  1985,  ProPAC  undertook  several  efforts  to 
provide  a  foundation  for  its  quality  of  care  and 
access  research  strategy.  During  1986,  the  Com- 
mission initiated  a  major  analytic  project — the 
transitional  care  study — as  well  as  other  intra- 
mural and  extramural  studies  related  to  quality 
of  care.  Research  activities  planned  for  1987  are 
described  below. 

Study  of  Transitional  Care — The  Commis- 
sion's major  analytic  project  focuses  on  post- 
acute  or  transitional  care  services  available  to 
Medicare  beneficiaries.  ProPAC  currently  is 
funding  a  study  by  Lewin  and  Associates  to 
review  the  availability,  provision,  and  cost  of 
care  provided  in  a  hospital  after  the  acute  por- 
tion of  the  hospital  stay  has  been  completed. 
This  effort  will  include  a: 

•  Synthesis  of  existing  literature  and  in- 
formation about  post-acute  and  transi- 
tional care, 

•  Nationwide  survey  of  hospitals  in  co- 
operation with  the  American  Hospital 
Association,  and 

•  Series  of  case  studies. 

Study  of  Targeted  Groups  of  Beneficiaries — 

The  Commission  also  will  analyze  Medicare 
claims  data  for  subgroups  of  beneficiaries  who 
may  be  at  greater  risk  of  adverse  outcomes  if 
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quality  of  care  deteriorates.  ProPAC  has  identi- 
fied three  vulnerable  subgroups  for  initial 
study:  frail  beneficiaries  (defined  on  the  basis  of 
age  and  clinical  status);  disabled  Medicare  bene- 
ficiaries; and  dual  Medicare-Medicaid  eligibles. 
These  groups  have  been  chosen  because  the 
Commission  believes  that  their  health  status 
may  be  a  sensitive  measure  of  changes  in  qual- 
ity of  care. 

Review  of  PRO  Denials  of  Inpatient  Care — 

PPS  and  the  PRO  review  that  has  accompanied 
the  system  have  decreased  both  hospital  admis- 
sions and  length  of  stay.  Although  the  impact  of 
shortened  lengths  of  stay  has  been  examined, 
little  attention  has  been  given  to  those  patients 
who  are  not  admitted  to  the  hospital. 

Because  it  wants  to  learn  more  about  these 
patients,  ProPAC  plans  to  complete  an  initial 
study  of  this  issue  in  the  coming  months.  This 
project  will  review  the  PROs'  role  in  denial  of 
inpatient  care.  Even  though  few  patients 
actually  are  denied  admission  by  PROs,  the 
techniques,  standards,  and  criteria  used  by  indi- 
vidual PROs  to  make  these  denials  will  provide 
valuable  insights  into  changes  in  hospital  ad- 
mission practices. 

Review  of  Hospital  Quality  Assurance  Sys- 
tems— The  Commission  is  interested  in  better 
understanding  hospitals'  efforts  to  monitor  the 
quality  of  care  they  deliver.  Many  hospitals 
have  developed  or  purchased  quality  assurance 
systems  to  help  them  monitor  quality  of  care. 
The  Commission  will  review  these  systems  in 
1987  to  gain  a  more  thorough  understanding  of 
how  and  why  they  are  developed  and  used. 

Additional  Areas  of  Future  Concern 

The  Commission's  legislative  mandate  pro- 
vides that  one  method  to  be  used  in  developing 
its  recommendations  involves  identifying  medi- 
cally appropriate  patterns  of  health  resource 
use.  The  law  further  states  that  ProPAC  shall 
accomplish  this  work  by  collecting  and  assessing 
a  wide  variety  of  information  on  medical  and 
surgical  procedures  and  services,  including  in- 
formation about  regional  variations  of  medical 
practice.  Special  attention,  according  to  the  law, 
is  to  be  given  to  treatment  patterns  for  condi- 
tions that  appear  to  involve  excessively  costly  or 


inappropriate  services  that  do  not  add  to  the 
quality  of  care. 

To  date,  the  Commission  has  used  this  author- 
ity only  in  a  general  way.  In  1987,  ProPAC  will 
consider  how  to  expand  its  work  in  the  areas  of 
appropriateness  of  medical  care  and  practice 
pattern  variation.  ProPAC  considers  these  two 
areas  inexorably  linked  to  quality  of  care. 

The  variations  in  medical  care  across  this 
country  have  been  well  documented  during  the 
past  decade.  There  are  major  differences  in 
rates  of  surgery,  length  of  hospital  stay,  and 
hospital  admission  rates  from  one  geographic 
location  to  another,  or  even  within  the  same 
institution.  Whether  the  observed  differences  in- 
dicate that  beneficiaries  receive  too  much  or  too 
little  care,  depending  on  where  it  is  adminis- 
tered, requires  careful  and  critical  study. 

The  differences  in  practice  patterns,  by  defini- 
tion, raise  questions  about  quality  of  care.  It 
generally  is  agreed  that  invasive  techniques  and 
hospitalization  always  pose  a  certain  level  of 
risk  to  the  patient.  While  studies  have  demon- 
strated significant  variation  in  practice  pat- 
terns, there  is  no  evidence  about  their  relative 
efficacy  or  what  constitutes  appropriate  medical 
care. 

Inappropriate  and  unnecessary  care  is  not 
high-quality  care.  The  development  of  criteria 
and  standards  is  essential  in  formulating  the 
basis  for  medical  care  decision  making.  While  it 
is  inappropriate  for  ProPAC  to  develop  such  cri- 
teria and  standards,  they  would  enhance  the 
Commission's  ability  to  assess  whether  care  is 
appropriate  or  inappropriate  in  given  situations. 

The  Commission  intends  to  begin  to  educate 
itself  in  these  areas  of  practice  pattern  varia- 
tion and  appropriateness  of  care  in  the  coming 
year.  Such  efforts  will  enable  ProPAC  to  more 
carefully  define  how  these  problems  should  be 
viewed  in  the  context  of  the  Medicare  prospec- 
tive payment  system. 
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Financial  Effects  of  PPS  on 
Beneficiaries 

The  Commission  continues  to  be  concerned 
about  the  increasing  proportion  of  health  care 
costs  paid  by  beneficiaries  and  how  this  burden 
affects  access  and  quality  of  care.  The  inpatient 
hospital  deductible  and  daily  coinsurance  rates 
rose  substantially  as  a  result  of  declines  in 
length  of  stay,  which  are  largely  attributed  to 
PPS  incentives.  Further,  the  shift  of  some  serv- 
ices from  inpatient  hospital  treatment  to  ambu- 
latory settings  may  have  increased  beneficiary 
out-of-pocket  costs. 

ProPAC  has  been  working  with  CBO  to  de- 
velop a  data  base  for  studying  beneficiary  cost- 
sharing  changes  and  increased  liability  because 
of  site-of-care  substitution.  The  data  base 
merges  Medicare  Part  A  and  B  billing  data  for 
a  1  percent  sample  of  beneficiaries  for  calendar 
years  1980  and  1985.  It  combines  Part  A  inpa- 
tient hospital,  skilled  nursing  facility,  and  home 
health  agency  records  with  Part  B  outpatient 
hospital,  physician  services,  other  medical  serv- 
ices, and  supplies  records. 

This  data  base  will  be  used  to  estimate  and 
compare  the  average  total  liabilities  of  Medicare 
beneficiaries  for  1980  and  1985.  Enrollees  will 
be  distinguished  by  their  eligibility  status  and 
by  use  of  service.  For  example,  patients  with 
inpatient  hospital  stays  will  be  differentiated 
from  those  without  such  stays.  As  described  ear- 
lier, the  level  of  site-of-care  substitution  also 
will  be  analyzed  using  this  data  base. 


Need  for  Information  on  PPS 

In  one  of  its  first  research  efforts  during  1985, 
ProPAC  studied  the  perceptions  of  quality  of 
care  under  PPS.  The  Commissioners  believed 
that  this  was  important  because  perceptions 
play  a  large  role  in  expectations,  and  anecdotes 
of  seriously  diminished  quality  under  PPS  were 
being  circulated.  ProPAC  therefore  asked 
Health  Economics  Research,  Inc.  to  study  inci- 
dents related  to  quality  of  care  under  PPS. 

Incidents  reported  in  the  media  were  re- 
viewed as  well  as  letters  from  Medicare  benefi- 
ciaries made  available  by  the  American  Associa- 
tion of  Retired  Persons.  The  study  identified  a 
lack  of  understanding  about  PPS  and  how  it 
was  supposed  to  work.  The  study  clearly  showed 
the  extent  of  misinformation  circulating  among 
beneficiaries  and  providers. 

ProPAC  believes  that  this  breakdown  in  com- 
munications is  a  major  problem,  and  thus  has 
recommended  that  the  Secretary  take  remedial 
steps  to  ameliorate  it.  The  Commission  will 
continue  to  monitor  the  situation  by  assessing 
materials  available  from  HCFA  and  from  bene- 
ficiary and  provider  groups.  In  addition, 
ProPAC  will  maintain  contact  with  these 
groups  to  solicit  their  suggestions  and  concerns 
about  communications  problems. 

ProPAC  also  will  study  the  best  way  to  sys- 
tematically review  and  document  reported 
incidents  of  quality  of  care  declines  since  the 
beginning  of  PPS.  The  study  might  involve 
population-based  surveys  or  interviews  with 
leaders  of  organizations  representing  benefici- 
aries and  providers. 
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BIOGRAPHICAL  SKETCHES  OF 
COMMISSIONERS 

Stuart  H.  Altman,  Chairman 

Stuart  H.  Altman,  dean  of  the  Florence 
Heller  Graduate  School  for  Social  Policy,  Bran- 
deis  University,  and  Sol  C.  Chaikin  Professor  of 
National  Health  Policy,  is  an  economist  whose 
research  interests  are  primarily  in  the  area  of 
Federal  health  policy.  He  has  been  at  Brandeis 
since  1977.  Between  1971  and  1976,  Dean 
Altman  was  deputy  assistant  secretary  for  plan- 
ning and  evaluation/health  at  the  Department 
of  Health,  Education  and  Welfare  (now  the  De- 
partment of  Health  and  Human  Services).  In 
that  position,  he  was  one  of  the  primary  contrib- 
utors to  the  development  and  advancement  of 
the  National  Health  Insurance  proposal.  From 
1973  to  1974,  he  also  served  as  the  deputy  direc- 
tor for  health  of  the  president's  Cost  of  Living 
Council,  where  he  was  responsible  for  develop- 
ing the  council's  program  on  health  care  cost- 
containment.  Formerly,  Dean  Altman  taught  at 
Brown  University  and  at  the  University  of  Cali- 
fornia (Berkeley).  He  is  a  member  of  the  Insti- 
tute of  Medicine  of  the  National  Academy  of 
Sciences  and  former  member  of  its  governing 
council;  on  the  board  of  Beth  Israel  Hospital 
(Boston);  chairman  of  the  board  of  the  Health 
Policy  Center  at  Brandeis;  and  president  of  the 
National  Foundation  for  Health  Services  Re- 
search. He  is  a  past  president  of  the  National 
Association  for  Health  Services  Research  and 
former  board  member  of  the  Robert  Wood  John- 
son Clinical  Scholars  Program.  Dean  Altman 
also  served  on  the  president's  Commission  for  a 
National  Agenda  for  the  Eighties.  A  member  of 
several  editorial  boards,  he  has  published  exten- 
sively on  various  aspects  of  health  care  and 
public  policy.  His  recent  publications  include: 
the  Arthur  Weissman  Memorial  Lecture,  "Will 
the  Medicare  Prospective  Payment  System  Suc- 
ceed? Technical  Adjustments  Can  Make  the  Dif- 
ference,"; Federal  Health  Policy:  Problems  and 
Prospects,  with  Harvey  M.  Sapolsky;  Ambula- 
tory Care:  Problems  of  Cost  and  Access,  with 


Joanna  Lion  and  Judith  LaVor  Williams;  "Fi- 
nancing Hospital  Care:  An  Uncertain  Future," 
Journal  of  Health  Administration  and  Educa- 
tion Winter,  Vol.  3,  No.  1,  1985;  "The  Impact  of 
Cost  Shifting  on  the  Health  Care  System,"  in 
Health  Care  Commentary,  Health  Insurance 
Association  of  America;  and  "The  Growing  Phy- 
sician Surplus:  Will  It  Bankrupt  or  Benefit  the 
U.S.  Health  System?"  in  In  Search  of  a  Public 
Policy,  edited  by  Eli  Ginzberg  and  Miriam 
Ostow.  Dean  Altman  received  both  an  M.S.  and 
a  Ph.D.  in  economics  from  the  University  of 
California  (Los  Angeles). 

Karl  D.  Bays 

Karl  D.  Bays  is  chairman  of  the  board  and 
chairman  of  the  executive  committee  of  Baxter 
Travenol  Laboratories,  Inc.  Before  joining 
Baxter  Travenol,  Mr.  Bays  spent  27  years  at 
American  Hospital  Supply  Corporation.  He 
joined  American  as  a  sales  representative  in 
1958  and  was  named  president  of  the  distribu- 
tion division  in  1968.  In  1970,  he  was  named 
president  of  the  corporation  and  elected  a  direc- 
tor. He  was  named  chief  executive  officer  in 
1971  and  chairman  of  the  board  in  1974.  Mr. 
Bays  is  a  director  of  the  Northern  Trust  Corpor- 
ation and  The  Northern  Trust  Company,  Amoco 
Corporation,  and  Delta  Air  Lines.  He  is  presi- 
dent of  the  Commercial  Club  of  Chicago.  An 
honorary  director  of  the  American  Hospital 
Association,  Mr.  Bays  is  also  chairman  of  the 
McGaw  Medical  Center  of  Northwestern  Uni- 
versity and  a  life  director  of  Lake  Forest  (Illi- 
nois) Hospital.  He  is  chairman  of  the  Hospital 
Research  and  Educational  Trust  of  the  Ameri- 
can Hospital  Association,  and  a  member  the  In- 
stitute of  Medicine  of  the  National  Academy  of 
Sciences.  He  is  a  trustee  of  Northwestern  Uni- 
versity and  a  trustee  emeritus  of  Duke  Univer- 
sity. Mr.  Bays  has  received  numerous  honors 
and  awards,  including  the  Horatio  Alger  Award 
and  the  University  of  Southern  California 
School  of  Business  Administration  Award  for 
Business  Excellence.  He  has  been  named  out- 
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standing  chief  executive  officer  in  the  hospital 
supply  industry  five  times  by  the  Wall  Street 
Transcript  and  Financial  World  magazine.  Mr. 
Bays  holds  a  bachelor's  degree  from  Eastern 
Kentucky  University  and  a  master's  degree  in 
business  administration  from  Indiana  Univer- 
sity. He  served  two  years  as  an  officer  of  the 
U.S.  Marine  Corps. 

Harold  A.  Cohen 

Harold  A.  Cohen  is  the  executive  director  of 
the  Health  Services  Cost  Review  Commission  of 
the  state  of  Maryland,  and  a  lecturer  in  the 
Department  of  Health  Care  Organization  of  The 
Johns  Hopkins  University.  He  has  been  with 
the  university  since  1972.  Before  that,  he  was  on 
the  economics  faculty  of  the  University  of  Geor- 
gia. Dr.  Cohen  has  been  a  leader  in  the  develop- 
ment and  administration  of  state-level  cost 
review  and  rate-setting  efforts.  He  is  a  member 
of  the  American  Economic  Association,  the 
Southern  Economic  Association,  the  Western 
Economic  Association,  the  American  Public 
Health  Association,  and  the  Health  Economic 
Research  Organization.  Dr.  Cohen  is  the  author 
of  numerous  professional  publications,  including 
"The  Financing  of  Coronary  Artery  Bypass  Sur- 
gery," Circulation,  November  1982;  "Case  Mix 
and  Regulation,"  in  Topics  in  Health  Care  Fi- 
nancing: Diagnostic  Related  Groups,  Summer 
1982;  "Evaluating  the  Cost  of  Technology,"  in 
Health  Care  in  the  1980s,  1979;  "Controlling 
Medicaid  Expenditures  by  General  Price  Con- 
trols," in  The  Medicaid  Crisis:  What  States  Can 
Do  in  the  1980s,  1982;  and  "A  Model  for  Resolv- 
ing Planning  Rate  Setting  Conflict,"  with  Carl 
J.  Schramm,  Ph.D.,  L.D.,  in  A  New  Approach  to 
the  Economics  of  Health  Care,  1982.  He  holds  an 
M.A.  and  a  Ph.D.  in  economics  from  Cornell 
University,  and  received  a  bachelor's  degree 
from  Harpur  College  (now  the  State  University 
of  New  York  at  Binghamton). 

John  W.  Colloton 

John  W.  Colloton  is  director  of  the  University 
of  Iowa  Hospital  and  Clinics,  and  assistant  to 
the  university  president  for  statewide  health 
services.  He  has  held  his  present  positions  since 
1971.  Before  that,  Mr.  Colloton  held  various  po- 
sitions at  the  University  of  Iowa  Hospitals  and 
Clinics.  He  has  an  extensive  record  of  profes- 


sional activities  and  is  chairman-elect  of  the 
Association  of  American  Medical  Colleges. 
Other  activities  include  membership  on  the 
Duke  University  Hospital  advisory  board;  The 
Johns  Hopkins  University  Center  for  Hospital 
Finance  and  Management;  the  external  advi- 
sory committee,  Department  of  Internal  Medi- 
cine, University  of  Michigan;  vice  chairman  of 
the  Blue  Cross  board  of  directors;  chairman  of 
the  Iowa  Hospital  Association  committee  on  pro- 
fessional affairs;  chairman  of  the  Association  of 
American  Medical  Colleges'  Council  of  Teaching 
Hospitals  and  member  of  the  AAMC  executive 
council;  and  member  of  the  board  of  directors  of 
the  American  Association  for  Hospital  Plan- 
ning. He  was  a  member  of  the  American  Hospi- 
tal Association/Health  Insurance  Association 
joint  liaison  committee,  the  AHA/Blue  Cross 
Association  joint  liaison  committee,  and  the 
AHA  nominating  committee;  the  Department  of 
Health,  Education  and  Welfare's  advisory  com- 
mittee on  the  future  of  public  health  service 
hospitals;  and  the  advisory  committee  to  the 
Association  of  Academic  Health  Center's  study 
of  the  impact  of  Federal  policy  changes  on  aca- 
demic health  centers.  Mr.  Colloton  is  a  Fellow 
of  the  American  College  of  Healthcare  Execu- 
tives. He  received  a  B.A.  in  business  administra- 
tion from  Loras  College  and  an  M.A.  in  hospital 
and  health  administration  from  the  University 
of  Iowa. 

Carolyne  K.  Davis 

Carolyne  K.  Davis  is  national  and  interna- 
tional health  care  adviser  to  Ernst  &  Whinney. 
She  also  serves  on  the  board  of  directors  of  Bev- 
erly Enterprises  and  SmithKline  Beckman.  Dr. 
Davis  was  administrator  of  the  Health  Care  Fi- 
nancing Administration  (HCFA),  Department  of 
Health  and  Human  Services,  from  1981  to 
1985 — the  first  woman  to  hold  this  post  since 
the  agency's  creation  in  1977.  Under  her  tenure, 
the  Medicare  prospective  payment  system  was 
implemented.  Dr.  Davis  was  associate  vice  presi- 
dent for  academic  affairs  at  the  University  of 
Michigan  from  1975  to  1981.  During  that  time, 
she  also  served  on  the  board  of  directors  of  The 
Johns  Hopkins  University.  Previously,  she  was 
dean  of  the  School  of  Nursing  at  Michigan, 
while  holding  professorships  in  nursing  and 
education.  She  also  chaired  the  Baccalaureate 
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Nursing  Program  at  Syracuse  University,  where 
she  held  an  associate  professorship  of  nursing. 
Before  moving  into  the  academic  community, 
Dr.  Davis  was  a  clinical  nurse.  She  has  pub- 
lished numerous  articles  and  research  docu- 
ments dealing  with  a  wide  variety  of  issues  in 
health  care.  Her  other  professional  activities 
have  included  president  and  board  member  of 
the  International  Health  Economics  Manage- 
ment Institute  as  well  as  board  member  of 
Nursing  Economics  and  the  National  League  for 
Nursing.  Dr.  Davis  received  a  nursing  degree 
from  The  Johns  Hopkins  University  and  a  mas- 
ter's in  nursing  education  and  Ph.D.  in  adminis- 
tration from  Syracuse  University.  She  holds 
four  honorary  doctorate  degrees. 

Curtis  C.  Erickson 

Curtis  C.  Erickson  is  president  and  chief  exec- 
utive officer  of  Great  Plains  Health  Alliance, 
Inc.,  a  post  he  has  held  since  1959.  He  was  that 
organization's  assistant  director  from  1955  to 
1959.  Having  served  the  American  Hospital 
Association  (AHA)  in  many  capacities,  he  will 
become  chairman  of  Regional  Advisory  Board  6 
and  a  trustee  in  1987.  He  has  also  chaired 
AHA's  advisory  panel  to  the  Center  for  Small  or 
Rural  Hospitals  and  has  been  a  member  of  the 
Council  on  Management,  the  Council  on  Federal 
Relations,  and  a  representative  to  the  House  of 
Delegates.  President  of  the  Lutheran  Hospital 
Association  of  America  from  1974  to  1975,  Mr. 
Erickson  was  also  on  the  board  of  trustees  from 
1972  to  1982.  He  was  president  of  the  Kansas 
Hospital  Association  from  1965  to  1966,  a 
member  of  the  board  of  governors  of  the 
Healthcare  Stabilization  Fund  for  the  Kansas 
Department  of  Insurance,  and  past  district  gov- 
ernor of  Rotary  International.  From  1983  to 
1986,  Mr.  Erickson  served  on  the  Robert  Wood 
Johnson  Foundation's  National  Advisory  Com- 
mittee for  the  Rural  Hospital  Program  of  Ex- 
tended Care  Services.  Mr.  Erickson  is  a  member 
of  the  American  College  of  Healthcare  Execu- 
tives. From  1951  to  1955,  he  served  in  the  U.S. 
Air  Force.  He  received  a  B.S.  in  business  admin- 
istration from  Fort  Hays  Kansas  State  Univer- 
sity in  1951. 


Yvette  F.  Francis 

Yvette  F.  Francis  has  served  as  the  medical 
director  of  the  Sickle  Cell  Center  for  Research 
since  1978.  She  was  also  director  of  St.  Albans 
Family  Medical  Center,  Queens,  New  York, 
from  1970  to  1982.  Dr.  Francis  was  director  of 
pediatrics  at  the  George  and  Robert  Carter 
Community  Health  Center  in  Queens  from  1968 
to  1969,  director  of  medical  services  at 
Windham  Children's  Service  in  New  York  City 
from  1966  to  1968,  and  director  of  the  Sickle 
Cell  Clinic  at  Jamaica  Hospital  in  Queens  from 
1967  to  1978.  She  was  a  Hematology  Fellow  at 
Bronx-Lebanon  Medical  Center  and  at  Coney 
Island  Hospital  from  1979  to  1981  and,  in  1978- 
79,  took  a  residency  in  internal  medicine  at 
Brooklyn-Cumberland  Medical  Center.  She  had 
a  rotating  internship  at  Michael  Reese  Hospital 
in  Chicago  in  1950-51.  Dr.  Francis  has  had  a 
private  practice  in  pediatrics  since  1955.  Her 
memberships  include  the  American  Medical 
Association,  the  National  Medical  Association, 
the  American  Board  of  Pediatrics,  and  the 
American  Medical  Women's  Association.  She  is 
a  former  member  of  the  Department  of  Health, 
Education  and  Welfare's  Advisory  Committee 
on  Sickle  Cell  Disease.  Dr.  Francis  received  a 
B.A.  from  Hunter  College,  an  M.A.  in  chemistry 
from  Columbia  University,  and  an  M.D.  from 
Yale  University. 

Sister  Sheila  Lyne 

Sister  Sheila  Lyne,  R.S.M.,  is  president  of 
Mercy  Hospital  and  Medical  Center,  Chicago,  a 
position  she  has  held  since  1977.  Before  that, 
she  was  vice  president  for  human  resources  and 
assistant  vice  president  for  ambulatory  services. 
Sister  Sheila  serves  as  president  of  the  board, 
Mercy  Health  Care  and  Rehabilitation  Center, 
and  as  a  board  member  of  Mercy  Center  for 
Health  Care  Services  (Aurora)  and  Health  Net- 
Work, Inc.  She  was  an  assistant  professor  in  the 
graduate  school  of  the  University  of  Iowa  from 
1967  to  1970.  During  the  1960s,  she  was  a  nurse 
therapist,  a  supervising  clinical  specialist,  a 
nursing  supervisor  and  instructor,  and  a  staff 
nurse.  A  member  of  the  American  College  of 
Hospital  Administrators,  Sister  Sheila  is  also  a 
trustee-at-large  and  member  of  the  executive 
committee  of  the  board  of  trustees  of  the  Illinois 
Hospital    Association.    She    is    an  alternate 
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delegate  to  the  American  Hospital  Association's 
House  of  Delegates  and  a  member  of  the  board 
of  Lakeside  Bank.  Sister  Sheila  is  a  former 
member  of  the  Chicago  Board  of  Health.  She 
received  a  B.S.  in  nursing  and  an  M.S.  in  psy- 
chiatric nursing  from  Saint  Xavier  College  in 
Chicago,  an  M.B.A.  from  the  University  of  Chi- 
cago, and  an  honorary  doctorate  degree  from 
Saint  Xavier  College. 

Barbara  J.  McNeil 

Barbara  J.  McNeil  is  professor  of  radiology  at 
Harvard  Medical  School,  Brigham  and  Women's 
Hospital,  and  professor  of  clinical  epidemiology, 
Harvard  Medical  School.  She  is  also  director  of 
the  Center  for  Cost-Effective  Care,  Brigham  and 
Women's  Hospital,  and  deputy  director  for  Resi- 
dency Training,  Joint  Program  in  Nuclear 
Medicine,  Harvard  Affiliated  Hospitals.  Dr. 
McNeil  is  a  member  of  the  Harvard-MIT  Divi- 
sion of  Health  Sciences  and  Technology.  Her 
professional  and  advisory  activities  are  exten- 
sive. She  serves  on  the  board  of  trustees  of  the 
Society  for  Medical  Decision  Making.  Dr. 
McNeil  is  a  member  of  the  joint  committee  of 
the  American  College  of  Radiology,  Association 
of  University  Radiologists,  and  the  Society  of 
Chairmen  of  Academic  Radiology.  She  is  also  a 
member  of  the  Fleischner  Society,  the  Institute 
of  Medicine  of  the  National  Academy  of  Sci- 
ences, and  the  National  Council  on  Radiation 
Protection  and  Measurements.  She  serves  on 
the  American  College  of  Radiology's  committees 
on  nuclear  radiology  and  on  quality  assurance 
and  efficacy.  Formerly,  Dr.  McNeil  was  on  the 
board  of  the  Association  for  Health  Services  Re- 
search, the  policy  council  of  the  Association  for 
Public  Policy  Analysis  and  Management,  and  a 
member  of  the  National  Council  on  Health  Care 
Technology.  She  has  written  five  books  and 
more  than  150  professional  articles  and  reports. 
Dr.  McNeil  has  an  A.B.  in  chemistry  from  Em- 
manuel College,  an  M.D.  from  Harvard  Medical 
School,  and  a  Ph.D.  in  biological  chemistry  from 
Harvard  University. 

Richard  J.  Mellman 

Richard  J.  Mellman  retired  in  1984  as  vice 
president  and  actuary  of  the  Prudential  Insur- 
ance Company.  He  had  been  responsible  since 
1976  for  coordinating  the  company's  policy  on 


health  issues  related  to  developments  in  the  pri- 
vate health  insurance  industry,  the  medical  de- 
livery system,  and  the  government.  Earlier,  Mr. 
Mellman  held  various  assignments  in  the  Actu- 
arial and  Comptroller's  Departments.  From 
1950  to  1975,  he  was  in  the  Group  Insurance 
Department,  where  he  played  a  major  role  in 
the  design  and  development  of  several  new  cov- 
erages, including  major  medical,  long-term  dis- 
ability, dental,  term  and  paid-up,  and  personal 
accident  insurance.  Mr.  Mellman  has  been 
active  on  many  committees  of  associations,  in- 
cluding the  Health  Insurance  Association  of 
America,  the  American  Council  of  Life  Insur- 
ance, the  Society  of  Actuaries,  and  the  Ameri- 
can Academy  of  Actuaries.  He  is  a  past  member 
of  the  Council  on  Financing  of  the  American 
Hospital  Association.  He  has  also  been  a 
member  of  several  New  Jersey  study  commis- 
sions concerned  with  numerous  health  issues, 
including  long-term  care  and  hospital  corporate 
structure.  Mr.  Mellman  was  also  a  member  of 
the  National  Advisory  Committee  of  the  Robert 
Wood  Johnson  Foundation  Program  of  Faculty 
Fellowships  in  Health  Care  Finance.  The  author 
of  several  papers  on  health  issues  and  actuarial 
subjects,  Mr.  Mellman  was  a  spokesperson  on 
health  policy  issues  for  the  insurance  industry. 
He  is  a  Fellow  of  the  Society  of  Actuaries  and  a 
charter  member  of  the  American  Academy  of 
Actuaries.  Mr.  Mellman  received  his  B.A.  and 
M.A.  in  mathematics  from  Harvard  University. 

Kathryn  M.  Mershon 

Kathryn  M.  Mershon  is  vice  president,  nurs- 
ing, at  Humana,  Inc.,  a  position  she  has  held 
since  1980.  She  holds  an  adjunct  assistant  pro- 
fessorship of  nursing  at  Spalding  University. 
From  1971  to  1980,  Ms.  Mershon  was  associate 
executive  director-nursing  at  St.  Joseph  Infir- 
mary (now  Humana  Hospital  Audubon)  in  Lou- 
isville, Kentucky.  Before  that,  she  was  a  clinical 
nursing  specialist  at  St.  Joseph  Infirmary,  clini- 
cal instructor  at  St.  Francis  Xavier  Hospital 
School  of  Nursing,  and  a  staff  nurse.  She  has  a 
distinguished  list  of  professional  and  community 
activities,  including  board  of  governors  of  the 
Federation  of  American  Health  Systems,  board 
member  of  the  National  League  for  Nursing, 
and  editorial  review  board  of  Nursing  &  Health 
Care.   She   is  a  former  trustee  of  Spalding 
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University  and  member  of  the  advisory  board  of 
the  University  of  Louisville's  School  of  Nursing. 
She  also  served  on  the  Louisville  Board  of 
Health  and  on  the  board  of  governors  of  Louis- 
ville General  Hospital.  She  has  made  numerous 
public  presentations  on  a  variety  of  nursing- 
related  issues.  Her  recent  publications  include: 
"Some  Myths  Pertaining  to  For-Profit  Health 
Care,"  in  Nursing  Economics,  September/Octo- 
ber 1986  and  "Nurses  and  the  Health  Cost 
Crisis:  A  Strategic  Approach  to  the  Challenge," 
in  Orthopaedic  Nursing,  January/ February 
1985.  Ms.  Mershon  received  a  B.S.  in  nursing 
from  Spalding  University  and  an  M.S.  in  nurs- 
ing from  St.  Louis  University. 

James  J.  Mongan 

James  J.  Mongan  is  the  executive  director  of 
the  Truman  Medical  Center,  Kansas  City,  Mis- 
souri. He  holds  professorships  in  the  School  of 
Medicine  and  the  School  of  Business  and  Public 
Administration  at  the  University  of  Missouri- 
Kansas  City.  From  1979  to  1981,  he  was  the 
associate  director  for  health  and  human  re- 
sources, Domestic  Policy  Staff,  the  White  House. 
Dr.  Mongan  served  as  deputy  assistant  secre- 
tary for  health  policy  at  the  Department  of 
Health,  Education  and  Welfare  from  1977  to 
1979,  and  was  the  Secretary's  special  assistant 
for  National  Health  Insurance.  For  seven  years 
before  that,  he  was  a  professional  staff  member 
of  the  Committee  on  Finance,  U.S.  Senate.  Dr. 
Mongan  is  chairman  of  the  Metropolitan  Hospi- 
tal Section  of  the  American  Hospital  Associa- 
tion and  a  member  of  the  House  of  Delegates. 
He  is  on  the  board  of  the  Council  of  Teaching 
Hospitals  of  the  American  Association  of  Medi- 
cal Colleges  and  a  member  of  the  advisory 
committee  for  the  Robert  Wood  Johnson  Foun- 
dation's Program  for  Prepaid  Managed  Health 
Care.  He  is  also  a  member  of  the  Missouri  Hos- 
pital Association  Council  on  Research  and 
Policy  Development.  Dr.  Mongan  received  his 
A.B.  and  M.D.  from  Stanford  University. 

John  C.  Nelson 

John  C.  Nelson  is  a  practicing  obstetrician 
and  gynecologist  in  Salt  Lake  City,  Utah.  He 
has  been  involved  in  cost-containment  efforts  at 
local  and  state  levels  and  is  active  in  the  Ameri- 
can Cancer  Society  and  numerous  other  medical 


and  civic  efforts.  A  member  of  the  American 
Medical  Association,  Dr.  Nelson  is  the  delegate 
from  Utah  and  serves  on  the  work  group  on 
evaluation,  assessment,  and  control — Health 
Policy  Agenda  for  the  American  People.  He  is  a 
delegate  to  the  Utah  State  Medical  Association 
House  of  Delegates,  and  serves  on  the  editorial 
board  of  the  Utah  Medical  Bulletin  as  well  as 
on  the  board  of  the  Utah  Health  Cost  Manage- 
ment Foundation.  Dr.  Nelson  is  also  a  member 
of  the  board  of  the  Utah  Professional  Review 
Organization  and  the  governor's  Select  Advisory 
Committee  on  Child  Abuse  and  Neglect.  He  is 
former  director  of  cost-containment  for  Blue 
Cross/Blue  Shield  of  Utah.  Dr.  Nelson  took  his 
internship  at  the  Providence  Hospital  in  Port- 
land, Oregon,  and  a  residency  with  the  Depart- 
ment of  Obstetrics  and  Gynecology  at  the  Uni- 
versity of  Utah.  He  is  board-certified  by  the 
American  Board  of  Obstetrics  and  Gynecology, 
and  a  Fellow  of  the  American  College  of  Obstet- 
rics and  Gynecology.  He  received  his  bachelor's 
degree  in  zoology  from  Utah  State  University 
and  his  M.D.  from  the  Utah  College  of  Medi- 
cine. 

Steven  A.  Schroeder 

Steven  A.  Schroeder  is  the  chief  of  the  Divi- 
sion of  Internal  Medicine  and  professor  of 
medicine,  Department  of  Medicine  at  the  Uni- 
versity of  California  at  San  Francisco  (UCSF), 
where  he  is  also  a  member  of  the  Institute  for 
Health  Policy  Studies.  He  is  a  practicing  gen- 
eral internist  and  an  attending  physician  at 
UCSF  hospitals.  Dr.  Schroeder  joined  the  UCSF 
Department  of  Medicine  as  an  associate  profes- 
sor in  1976.  In  1982-83,  he  was  a  visiting  profes- 
sor in  the  Department  of  Community  Medicine 
of  St.  Thomas'  Hospital  Medical  School,  London. 
He  was  on  the  faculty  of  George  Washington 
University  Medical  Center  (GWU)  from  1971  to 
1976,  and  served  as  medical  director  of  the 
GWU  Health  Plan  from  1972  to  1976.  Dr. 
Schroeder  is  a  diplomate  of  the  American  Board 
of  Internal  Medicine,  a  Fellow  of  the  American 
College  of  Physicians,  and  a  member  of  the  In- 
stitute of  Medicine  of  the  National  Academy  of 
Sciences.  He  serves  on  the  editorial  boards  of 
several  journals,  and  is  a  consultant  and  adviser 
to  numerous  organizations,  including  the  Asso- 
ciation   of   American    Medical    Colleges,  the 
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Department  of  Health  and  Human  Services,  and 
the  Robert  Wood  Johnson  Foundation.  He  is  the 
past  president  of  the  Society  for  Research  and 
Education  in  Primary  Care  Internal  Medicine, 
and  director  of  the  Pew /Rockefeller  program, 
Health  of  the  Public:  An  Academic  Challenge. 
Dr.  Schroeder  has  published  extensively  on 
topics  such  as  primary  care,  medical  technology, 
preventive  medicine,  clinical  iatrogenesis,  and 
physician  reimbursement.  He  received  a  B.A. 
from  Stanford  University  and  an  M.D.  from 
Harvard  Medical  School. 

Bert  Seidman 

Bert  Seidman  has  been  the  director  of  the 
Department  of  Occupational  Safety,  Health  and 
Social  Security  of  the  AFL-CIO,  Washington, 
D.C.,  since  1983.  From  1962  to  1966,  he  was  the 
AFL-CIO  European  economic  representative 
stationed  in  Paris  and  then  in  Geneva.  Before 
that,  he  served  for  14  years  as  an  economist  in 
the  research  department  of  the  AFL  and  the 
AFL-CIO.  In  1966,  he  became  director  of  the 
AFL-CIO  Social  Security  Department.  He  was  a 
member  of  the  U.S.  labor  delegation  to  the 
annual  conference  of  the  International  Labor 
Organization  (ILO)  from  1958  to  1976  and,  from 
1972  to  1975,  was  a  member  of  the  ILO  govern- 
ing body.  In  1973  and  1974,  he  was  the  U.S. 
worker  delegate  to  the  ILO  conference.  He  has 
served  on  numerous  committees,  including  the 
Federal  Advisory  Council  on  Employment  Secu- 
rity, the  Advisory  Council  on  Health  Insurance 
for  the  Disabled,  the  Task  Force  on  Medicaid 
and  Related  Programs,  the  Advisory  Council  on 
Social  Security,  the  Federal  Hospital  Council, 
the  Health  Insurance  Benefits  Advisory  Council, 
the  Blue  Cross  Advisory  Committee,  and  the 
1981  White  House  Conference  on  Aging  (the  Ad- 
visory Committee  and  chairman  of  the  Techni- 
cal Committee  on  Retirement  Income).  At 
present,  he  is  a  member  of  the  HMO  Industry 
Council,  the  Brookings  Institution  Advisory 
Panel  on  Long-Term  Care,  and  the  National  Ad- 
visory Committee  to  the  Robert  Wood  Johnson 
Foundation  on  Community  Programs  for  Afford- 
able Health  Care.  He  is  on  the  board  of  the 
National  Council  of  Senior  Citizens  and  the  Na- 
tional Council  on  Aging,  and  is  a  vice  president 
of  the  National  Consumers  League. 


Jack  K.  Shelton 

Jack  K.  Shelton  is  manager  of  the  Employee 
Insurance  Department  of  the  Ford  Motor  Com- 
pany, which  he  joined  in  1956.  He  is  responsible 
for  the  financial  control  and  analysis  of  nearly 
all  employee  benefit  plans.  In  this  capacity,  he 
participates  in  union  negotiations,  relations 
with  insurance  carriers,  and  financial  control  of 
company-administered  plans.  He  also  reviews 
changes  in  wage  and  benefit  programs  for  for- 
eign subsidiaries.  Mr.  Shelton  is  actively  in- 
volved in  a  number  of  local  and  national  health 
care  organizations,  serving  as  a  director  of  the 
National  Fund  for  Medical  Education,  a  director 
of  Blue  Cross  and  Blue  Shield  of  Michigan,  and 
a  member  of  the  Statewide  Health  Coordinating 
Council  of  Michigan.  In  1985,  he  was  a  member 
of  an  Office  of  Technology  Assessment  Advisory 
Panel  on  Alternative  Physician  Payments  for 
Medicare  and  chairman  of  the  Employer  Pro- 
spective Payment  Advisory  Commission  for  the 
Washington  Business  Group  on  Health.  He  is 
past  chairman  of  the  National  Industry  Council 
for  HMO  Development,  the  Michigan  Health 
Economics  Coalition,  the  Michigan  Hospital  Ca- 
pacity Reduction  Corporation,  and  the  Health 
Alliance  Plan  (Michigan's  largest  HMO).  Mr. 
Shelton  received  his  B.S.  and  M.S.  degrees  in 
industrial  psychology  from  Oklahoma  State 
University. 

Bruce  C.  Vladeck 

Bruce  C.  Vladeck  is  president  of  the  United 
Hospital  Fund  of  New  York.  Immediately  before 
joining  that  organization,  Dr.  Vladeck  was  as- 
sistant vice  president  of  the  Robert  Wood  John- 
son Foundation.  From  1979  to  1982,  he  was 
assistant  commissioner  for  health  planning  and 
resources  development  of  the  New  Jersey  State 
Department  of  Health.  In  that  position,  he  was 
director  of  the  State  Health  Planning  and  De- 
velopment Agency,  where  he  oversaw  the  imple- 
mentation of  New  Jersey's  all  payer,  DRG-based 
hospital  prospective  payment  system.  Dr. 
Vladeck  taught  for  four  and  one-half  years  at 
Columbia  University,  and  has  served  on  the  ad- 
junct faculty  of  Rutgers,  Princeton,  the  College 
of  Medicine  and  Dentistry  of  New  Jersey,  and 
New  York  University.  He  is  the  author  of 
Unloving  Care:  The  Nursing  Home  Tragedy  and 
of  numerous  articles  and  book  chapters  on 
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health  policy,  health  care  finance,  and  health 
politics.  He  is  a  member  of  the  New  York  State 
Council  of  Health  Care  Financing,  the  Institute 
of  Medicine  of  the  National  Academy  of  Sci- 
ences, and  various  national  advisory  committees 
of  the  Robert  Wood  Johnson  Foundation.  Dr. 
Vladeck,  who  is  a  Fellow  of  the  New  York  Acad- 


emy of  Medicine,  also  serves  on  the  board  of  the 
Association  for  Health  Services  Research.  He 
received  his  bachelor's  degree  in  government 
from  Harvard  College,  and  his  M.A.  and  Ph.D. 
in  political  science  from  the  University  of 
Michigan. 
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PROSPECTIVE  PAYMENT 
ASSESSMENT  COMMISSION 
POLICY  STATEMENT 

Responsibilities — The  Prospective  Payment 
Assessment  Commission  (ProPAC)  has  two 
major  responsibilities:  (1)  recommending  annu- 
ally to  the  Secretary  of  the  Department  of 
Health  and  Human  Services  the  appropriate 
annual  percentage  change  in  payment  for  hospi- 
tal inpatient  discharges.  The  Commission  is  to 
report  its  recommendations  to  the  Secretary  by 
April  1st  of  each  year;  (2)  consulting  with  and 
recommending  to  the  Secretary  needed  changes 
in  the  diagnosis-related  group  (DRG)  classifica- 
tion (e.g.,  new  DRGs,  modifications  to  existing 
DRGs)  and  needed  changes  in  the  relative 
weighting  factors  of  the  DRGs  for  discharges 
beginning  October  1,  1985  and  at  least  every 
four  years  thereafter.  In  addition,  the  Commis- 
sion is  required  to  report  to  the  Congress  its 
evaluation  of  any  adjustments  made  by  the  Sec- 
retary regarding  the  DRG  classification  and 
weighting  factors. 

In  making  its  recommendations,  the  Commis- 
sion will  consider  the  hospital  market  basket, 
hospital  productivity,  technological  and  scien- 
tific advances,  quality  of  care  and  long-term 
cost-effectiveness  of  services.  In  order  to  carry 
out  its  responsibility  to  identify  medically  ap- 
propriate patterns  of  health  resources  use,  the 
Commission  is  required  to  collect  and  assess  in- 
formation on  regional  variations  in  medical 
practice;  length  of  hospitalization;  and  the 
safety,  efficacy,  and  cost-effectiveness  of  new 
and  existing  medical  and  surgical  procedures, 
practices,  services,  and  technologies.  While  the 
Commission  will  use  existing  information  where 
possible,  it  will  also  use  its  research  authority  to 


award  grants  or  contracts  where  existing  infor- 
mation is  inadequate. 

The  Commission  shall  focus  initially  on  the 
two  primary  responsibilities  cited  above.  Other 
responsibilities  will  be  pursued  to  the  limit  of 
available  staff  and  resources.  The  Commission 
will  also  monitor  executive  and  legislative 
branch  actions  in  regard  to  such  areas  as 
capital  costs,  inclusion  of  physicians  in  the  DRG 
system,  and  teaching  hospital  costs,  but  it  will 
only  become  directly  involved  in  them  to  the 
extent  that  they  affect  the  Commission's  direct 
responsibilities. 

Relationship  to  the  Public — The  Commission 
welcomes  and  encourages  constructive  relations 
with  the  public.  Its  meetings  shall  be  open,  and 
it  will  maintain  a  mailing  list,  to  the  extent  its 
funds  allow,  in  order  to  keep  the  interested 
public  informed  of  its  activities  and  meetings. 

Further,  the  Commission  encourages  consum- 
ers, hospitals,  physicians,  business  firms,  and 
other  individuals  and  groups  to  submit  informa- 
tion, preferably  in  writing,  with  respect  to  the 
medical  and  surgical  procedures,  services,  prac- 
tices, and  technologies  or  other  information  rel- 
evant to  the  Commission's  responsibilities.  The 
Commission  will  consider  this  information  in 
making  reports  and  recommendations  to  the 
Secretary  and  Congress. 

However,  it  is  extremely  important  to  remem- 
ber that  the  Commission  is  not  an  appeals  body. 
It  has  no  appeals  functions  or  regulatory 
powers.  The  information  accompanying  an 
appeal  may  be  used  as  data  on  system-level 
trends. 
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COMMISSION  STRUCTURE, 
ASSIGNMENTS,  AND  MEETING 
DATES 

Structure  and  Assignments 

Subcommittee  on  Data 
Development  and  Research 

The  subcommittee  is  charged  with  identifying 
data  needs  and  availability  of  data  sources  rele- 
vant to  the  Commission's  responsibilities.  The 
subcommittee,  in  consultation  with  interested 
persons  and  experts,  will  analyze  issues  related 
to  data  needs,  sources,  and  availability  as  well 
as  the  strengths  and  weaknesses  of  the  data  and 
will  report  its  findings  to  the  full  Commission. 
Where  data  are  needed  but  unavailable,  the 
subcommittee  will  develop  options  and  recom- 
mendations for  their  development. 

Members 

Steven  A.  Schroeder,  Chair 
Harold  A.  Cohen 
Yvette  F.  Francis 
Barbara  J.  McNeil 
Richard  J.  Mellman 

Subcommittee  on  Hospital 
Productivity  and  Cost-Effectiveness 

The  subcommittee  is  charged  with  identifying 
and  examining  procedures  and  issues  related  to 
the  measurement  of  productivity  and  cost-effec- 
tiveness, including  an  examination  of  the  hospi- 
tal market  basket  and  related  variations  in  the 
provision  of  hospital  services.  The  subcommit- 
tee, in  consultation  with  interested  persons  and 
experts,  will  analyze  issues  related  to  hospital 
productivity  and  cost-effectiveness  and  will 
present  its  findings,  including  options  and  rec- 
ommendations, to  the  full  Commission. 


Members 

Harold  A.  Cohen,  Chair 
Curtis  C.  Erickson 
Yvette  F.  Francis 
Sister  Sheila  Lyne 
Richard  J.  Mellman 
Bert  Seidman 
Jack  K.  Shelton 
Bruce  C.  Vladeck 

Subcommittee  on  Diagnostic 
and  Therapeutic  Practices 

The  subcommittee  is  charged  with  identifying 
and  examining  technological  and  scientific  ad- 
vances, changing  treatment  patterns,  and  qual- 
ity of  care  issues.  The  subcommittee  is  also 
charged  with  examining  the  safety,  efficacy,  and 
relative  cost-effectiveness  of  medical  and  surgi- 
cal procedures,  services,  and  technologies  as 
they  relate  to  the  Commission's  primary  respon- 
sibilities. The  subcommittee,  in  consultation 
with  interested  persons  and  experts,  will  ana- 
lyze issues  related  to  the  assessment  of  new  and 
existing  procedures,  services,  and  technologies 
and  will  present  its  findings,  including  options 
and  recommendations,  to  the  full  Commission. 

Members 

Barbara  J.  McNeil,  Chair 
Karl  D.  Bays 
John  W.  Colloton 
Carolyne  K.  Davis 
Kathryn  M.  Mershon 
James  J.  Mongan 
John  C.  Nelson 
Steven  A.  Schroeder 

Meeting  Dates 

Subcommittee  on  Data 
Development  and  Research 


June  25,  1986 
September  10,  1986 
October  29,  1986 
December  17,  1986 
January  28,  1987 
March  3,  1987 
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Subcommittee  on  Hospital 
Productivity  and  Cost-Effectiveness 

May  12,  1986 
June  24,  1986 
September  9,  1986 
October  28,  1986 
December  16,  1986 
January  27,  1987 
February  9,  1987 

Subcommittee  on  Diagnostic 
and  Therapeutic  Practices 

May  5,  1986 
June  24,  1986 
September  9,  1986 


October  28,  1986 
December  16,  1986 
January  27,  1987 

Prospective  Payment 
Assessment  Commission 

June  24,  1986 
June  25,  1986 
September  10,  1986 
October  29,  1986 
December  16,  1986 
December  17,  1986 
January  28,  1987 
February  10,  1987 
March  2-3,  1987 
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STATUTORY  MANDATE  OF  THE 
COMMISSION 

Congress  established  the  Prospective  Payment 
Assessment  Commission  ("ProPAC")  in  Pub.L. 

98-  21    (the   Social   Security   Amendments  of 

1983)  on  April  20,  1983.  The  various  responsibil- 
ities of  ProPAC  are  set  forth  in  Section  1862(a) 
and  Section  1886  of  the  Social  Security  Act  as 
amended  by  Pub.L.  98-21  and  as  amended  by 
Pub.L.  98-369  (the  Deficit  Reduction  Act  of 

1984)  ,  Pub.L.  99-272  (the  Consolidated  Omnibus 
Budget  Reconciliation  Act  of  1985),  and  Pub.L. 

99-  509  (the  Omnibus  Budget  Reconciliation  Act 
of  1986).  Further  responsibilities  are  set  forth  in 
the  conference  report  language  of  the  Deficit 
Reduction  Act  of  1984;  the  Consolidated  Omnibus 
Budget  Reconciliation  Act  of  1985;  the  Report  of 
the  House  Appropriations  Committee,  H.Rep. 
No.  911,  98th  Cong.,  2d  Sess.  (1984)  139,140,  ac- 
companying the  appropriations  legislation  for 
ProPAC  for  fiscal  year  1985,  Pub.L.  98-619;  and 
the  House  Committee  on  Appropriations,  H. 
Rep.  99-289,  99th  Congress,  1st  Sess.  (1985)  156, 
accompanying  the  fiscal  year  1987  appropria- 
tions legislation  for  ProPAC,  Pub.  L.  99-591. 
The  following  are  the  relevant  passages  of  these 
legislative  sources. 

Section  1886(d)(4)(C)  and  (D) 
of  the  Social  Security  Act 

(C)  The  Secretary  shall  adjust  the  classifica- 
tions and  weighting  factors  established  under 
subparagraphs  (A)  and  (B),  for  discharges  in 
fiscal  year  1988  and  at  least  annually  there- 
after, to  reflect  changes  in  treatment  patterns, 
technology,  and  other  factors  which  may  change 
the  relative  use  of  hospital  resources. 

(D)  The  Commission  (established  under  sub- 
section (e)(2))  shall  consult  with  and  make  rec- 
ommendations to  the  Secretary  with  respect  to 
the  need  for  adjustments  under  subparagraph 
(C),  based  upon  its  evaluation  of  scientific  evi- 
dence with  respect  to  new  practices,  including 
the  use  of  new  technologies  and  treatment  mo- 
dalities. The  Commission  shall  report  to  the 
Congress  with  respect  to  its  evaluation  of  any 
adjustments  made  by  the  Secretary  under  sub- 
paragraph (C). 


Section  1886(e)(2)  through  (6) 
of  the  Social  Security  Act 

(2)  The  Director  of  the  Congressional  Office  of 
Technology  Assessment  (hereinafter  in  this  sub- 
section referred  to  as  the  "Director"  and  the 
"Office,"  respectively)  shall  provide  for  appoint- 
ment of  a  Prospective  Payment  Assessment 
Commission  (hereinafter  in  this  subsection  re- 
ferred to  as  the  "Commission"),  to  be  composed 
of  independent  experts  appointed  by  the  Direc- 
tor (without  regard  to  the  provisions  of  title  5, 
United  States  Code,  governing  appointments  in 
the  competitive  service).  In  addition  to  carrying 
out  its  functions  under  subsection  (d)(4)(D),  the 
Commission  shall  review  the  applicable  percent- 
age increase  factor  described  in  subsection 
(b)(3)(B)  and  make  recommendations  to  the  Sec- 
retary on  the  appropriate  percentage  change 
which  should  be  effected  for  hospital  inpatient 
discharges  under  subsections  (b)  and  (d)  for 
fiscal  years  beginning  with  fiscal  year  1986.  In 
making  its  recommendations,  the  Commission 
shall  take  into  account  changes  in  the  hospital 
market-basket  described  in  subsection  (b)(3)(B), 
hospital  productivity,  technological  and  scien- 
tific advances,  the  quality  of  health  care  pro- 
vided in  hospitals  (including  the  quality  and 
skill  level  of  professional  nursing  required  to 
maintain  quality  care),  and  long-term  cost-effec- 
tiveness in  the  provision  of  inpatient  hospital 
services. 

(3)  (A)  The  Commission,  not  later  than  the 
April  1  before  the  beginning  of  each  fiscal  year 
([for  fiscal  years  1986-1988])  and  not  later  than 
March  1,  before  the  beginning  of  each  fiscal 
year  ([beginning  with  fiscal  year  1989]), 1  shall 
report  its  recommendations  to  the  Secretary  on 
an  appropriate  change  factor  which  should  be 
used  for  inpatient  hospital  services  for  dis- 
charges in  that  fiscal  year. 

(B)  The  Secretary,  not  later  than  April  1, 
1987,  for  fiscal  year  1988  and  not  later  than 
March  1  before  the  beginning  of  each  fiscal  year 
(beginning  with  fiscal  year  1989),  shall  report  to 
the  Congress  the  Secretary's  initial  estimate  of 
the  percentage  change  that  the  Secretary  will 
recommend  or  determine  under  paragraph  (4) 
with  respect  to  that  fiscal  year. 
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(4)  Taking  into  consideration  the  recommen- 
dations of  the  Commission,  the  Secretary  shall 
recommend  for  fiscal  year  1988  an  appropriate 
change  factor  for  inpatient  hospital  services  for 
discharges  in  that  year  and  shall  determine  for 
each  subsequent  fiscal  year  the  percentage 
change  which  will  apply  for  purposes  of  this 
section  as  the  applicable  percentage  increase 
(otherwise  described  in  subsection  (b)(3)(B))  for 
discharges  in  that  fiscal  year,  and  which  will 
take  into  account  amounts  necessary  for  the  ef- 
ficient and  effective  delivery  of  medically  appro- 
priate and  necessary  care  of  high  quality.  The 
percentage  change  shall  be  the  same  for  all  sub- 
section (d)  hospitals  and  subsection  (d)  Puerto 
Rico  hospitals,  but  may  be  different  from  that 
for  other  hospitals  (and  units  not  included  as 
such  hospitals)  and  may  vary  among  such  other 
hospitals  and  units. 

(5)  The  Secretary  shall  cause  to  have  pub- 
lished in  the  Federal  Register,  not  later  than: 

(A)  the  June  1  before  each  fiscal  year  (be- 
ginning with  fiscal  year  1986),  the  Secre- 
tary's [recommendation  or]2  proposed  deter- 
mination under  paragraph  (4)  for  that  fiscal 
year  for  public  comment,  and 

(B)  the  September  1  before  such  fiscal 
year  after  such  consideration  of  public  com- 
ment on  the  proposal  as  is  feasible  in  the 
time  available,  the  Secretary's  final  [recom- 
mendation or]2  determination  under  such 
paragraph  for  that  year. 

The  Secretary  shall  include  in  the  publication 
referred  to  in  subparagraph  (A)  for  a  fiscal  year 
the  report  of  the  Commission's  recommenda- 
tions submitted  under  paragraph  (3)  for  that 
fiscal  year. 

(6)  (A)  The  Commission  shall  consist  of  17  indi- 
viduals. Members  of  the  Commission  shall  first 
be  appointed  no  later  than  April  1,  1984,  for  a 
term  of  three  years,  except  that  the  Director 
may  provide  initially  for  such  shorter  terms  as 
will  insure  that  (on  a  continuing  basis)  the 
terms  of  no  more  than  seven  members  expire  in 
any  one  year. 


(B)  The  membership  of  the  Commission  shall 
provide  expertise  and  experience  in  the  provi- 
sion and  financing  of  health  care,  including  phy- 
sicians and  registered  professional  nurses,  em- 
ployers, third  party  payors,  individuals  skilled 
in  the  conduct  and  interpretation  of  biomedical, 
health  services,  and  health  economics  research, 
and  individuals  having  expertise  in  the  research 
and  development  of  technological  and  scientific 
advances  in  health  care.  The  Director  shall  seek 
nominations  from  a  wide  range  of  groups, 
including: 

(i)  national  organizations  representing 
physicians,  including  medical  specialty 
organizations  and  registered  professional 
nurses  and  other  skilled  health 
professionals; 

(ii)  national  organizations  representing 
hospitals,  including  teaching  hospitals; 

(iii)  national  organizations  representing 
manufacturers  of  health  care  products;  and 

(iv)  national  organizations  representing 
the  business  community,  health  benefit  pro- 
grams, labor,  and  the  elderly. 

(C)  Subject  to  such  review  as  the  Office  deems 
necessary  to  assure  the  efficient  administration 
of  the  Commission,  the  Commission  may: 

(i)  employ  and  fix  the  compensation  of  an 
Executive  Director  (subject  to  the  approval 
of  the  Director  of  the  Office)  and  such  other 
personnel  (not  to  exceed  25)  as  may  be  nec- 
essary to  carry  out  its  duties  (without 
regard  to  the  provisions  of  title  5,  United 
States  Code,  governing  appointments  in  the 
competitive  service); 

(ii)  seek  such  assistance  and  support  as 
may  be  required  in  the  performance  of  its 
duties  from  appropriate  Federal  depart- 
ments and  agencies; 

(iii)  enter  into  contracts  or  make  other 
arrangements,  as  may  be  necessary  for  the 
conduct  of  the  work  of  the  Commission 
(without  regard  to  section  3709  of  the  Re- 
vised Statutes  (41  U.S.C.  5)); 
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(iv)  make  advance,  progress,  and  other 
payments  which  relate  to  the  work  of  the 
Commission; 

(v)  provide  transportation  and  subsistence 
for  persons  serving  without  compensation; 
and 

(vi)  prescribe  such  rules  and  regulations 
as  it  deems  necessary  with  respect  to  the 
internal  organization  and  operation  of  the 
Commission. 

Section  10(a)(1)  of  the  Federal  Advisory  Com- 
mittee Act  shall  not  apply  to  any  portion  of  a 
Commission  meeting  if  the  Commission,  by  ma- 
jority vote,  determines  that  such  portion  of  such 
meeting  should  be  closed. 

(D)  While  serving  on  the  business  of  the  Com- 
mission (including  travel-time),  a  member  of  the 
Commission  shall  be  entitled  to  compensation  at 
the  per  diem  equivalent  of  the  rate  provided  for 
level  IV  of  the  Executive  Schedule  under  sec- 
tion 5315  of  title  5,  United  States  Code;  and 
while  so  serving  away  from  home  and  his  regu- 
lar place  of  business,  a  member  may  be  allowed 
travel  expenses,  as  authorized  by  the  Chairman 
of  the  Commission.  Physicians  serving  as  per- 
sonnel of  the  Commission  may  be  provided  a 
physician  comparability  allowance  by  the  Com- 
mission in  the  same  manner  as  Government 
physicians  may  be  provided  such  an  allowance 
by  an  agency  under  section  5948  of  title  5, 
United  States  Code,  and  for  such  purpose  sub- 
section (i)  of  such  section  shall  apply  to  the 
Commission  in  the  same  manner  as  it  applies  to 
the  Tennessee  Valley  Authority. 

(E)  In  order  to  identify  medically  appropriate 
patterns  of  health  resources  use  in  accordance 
with  paragraph  (2),  the  Commission  shall  collect 
and  assess  information  on  medical  and  surgical 
procedures  and  services,  including  information 
on  regional  variations  of  medical  practice  and 
lengths  of  hospitalization  and  on  other  patient- 
care  data,  giving  special  attention  to  treatment 
patterns  for  conditions  which  appear  to  involve 
excessively  costly  or  inappropriate  services  not 
adding  to  the  quality  of  care  provided.  In  order 
to  assess  the  safety,  efficacy,  and  cost- 
effectiveness  of  new  and  existing  medical  and 


surgical  procedures,  the  Commission  shall,  in 
coordination  to  the  extent  possible  with  the  Sec- 
retary, collect  and  assess  factual  information, 
giving  special  attention  to  the  needs  of  updating 
existing  diagnosis-related  groups,  establishing 
new  diagnosis-related  groups,  and  making  rec- 
ommendations on  relative  weighting  factors  for 
such  groups  to  reflect  appropriate  differences  in 
resource  consumption  in  delivering  safe,  effica- 
cious, and  cost-effective  care.  In  collecting  and 
assessing  information,  the  Commission  shall: 

(i)  utilize  existing  information,  both  pub- 
lished and  unpublished,  where  possible,  col- 
lected and  assessed  either  by  its  own  staff 
or  under  other  arrangements  made  in  ac- 
cordance with  this  paragraph; 

(ii)  carry  out,  award  grants  or  contracts 
for,  original  research  and  experimentation, 
including  clinical  research,  where  existing 
information  is  inadequate  for  the  develop- 
ment of  useful  and  valid  guidelines  by  the 
Commission;  and 

(iii)  adopt  procedures  allowing  any  inter- 
ested party  to  submit  information  with  re- 
spect to  medical  and  surgical  procedures 
and  services  (including  new  practices,  such 
as  the  use  of  new  technologies  and  treat- 
ment modalities),  which  information  the 
Commission  shall  consider  in  making  re- 
ports and  recommendations  to  the  Secre- 
tary and  Congress. 

(F)  The  Commission  shall  have  access  to  such 
relevant  information  and  data  as  may  be  avail- 
able from  appropriate  Federal  agencies  and 
shall  assure  that  its  activities,  especially  the 
conduct  of  original  research  and  medical  stud- 
ies, are  coordinated  with  the  activities  of  Fed- 
eral agencies. 

(G)  (i)  The  Office  shall  report  annually  to  the 
Congress  on  the  functioning  and  progress  of  the 
Commission  and  on  the  status  of  the  assessment 
of  medical  procedures  and  services  by  the 
Commission. 

(ii)  The  Office  shall  have  unrestricted  access 
to  all  deliberations,  records,  and  data  of  the 
Commission,  immediately  upon  its  request. 
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(iii)  In  order  to  carry  out  its  duties  under  this 
paragraph,  the  Office  is  authorized  to  expend 
reasonable  and  necessary  funds  as  mutually 
agreed  upon  by  the  Office  and  the  Commission. 
The  Office  shall  be  reimbursed  for  such  funds 
by  the  Commission  from  the  appropriations 
made  with  respect  to  the  Commission. 

(H)  The  Commission  shall  be  subject  to  peri- 
odic audit  by  the  General  Accounting  Office. 

(I)  (i)  There  are  authorized  to  be  appropriated 
such  sums  as  may  be  necessary  to  carry  out  the 
provisions  of  this  paragraph. 

(ii)  Eighty-five  percent  of  such  appropriation 
shall  be  payable  from  the  Federal  Hospital  In- 
surance Trust  Fund,  and  15  percent  of  such  ap- 
propriation shall  be  payable  from  the  Federal 
Supplementary  Medical  Insurance  Trust  Fund. 

(J)  The  Commission  shall  submit  requests  for 
appropriations  in  the  same  manner  as  the 
Office  submits  requests  for  appropriations,  but 
amounts  appropriated  for  the  Commission  shall 
be  separate  from  amounts  appropriated  for  the 
Office. 

Section  1862(a)  of  the  Social  Security 
Act 

(a)  Notwithstanding  any  other  provision  of 
this  title,  no  payment  may  be  made  under  part 
A  or  part  B  for  any  expenses  incurred  for  items 
or  services: 

(1)(A)  which,  except  for  items  and  services 
described  in  subparagraph  (B),  (C),  or  (D), 
are  not  reasonable  and  necessary  for  the 
diagnosis  or  treatment  of  illness  or  injury 
or  to  improve  the  functioning  of  a  mal- 
formed body  member, 

(B)  in  the  case  of  items  and  services  de- 
scribed in  section  1861(s)(10),  which  are  not 
reasonable  and  necessary  for  the  prevention 
of  illness, 

(C)  in  the  case  of  hospice  care,  which  are 
not  reasonable  and  necessary  for  the 
palliation  or  management  of  terminal  ill- 
ness, and 


(D)  in  the  case  of  clinical  care  items  and 
services  provided  with  the  concurrence  of 
the  Secretary  and  with  respect  to  research 
and  experimentation  conducted  by,  or 
under  contract  with,  the  Prospective  Pay- 
ment Assessment  Commission  or  the  Secre- 
tary, which  are  not  reasonable  and  neces- 
sary to  carry  out  the  purposes  of  section 
1886(e)(6);  ... 

H.  Rep.  No.  861,  98th  Cong.,  2d  Sess. 
1299  (1984) 

(Report  of  the  Committee  of  Conference,  Defi- 
cit Reduction  Act  of  1984,  Pub.  L.  99-369) 

Limits  for  Exempted  Hospitals — .  .  .  The  rate 
of  increase  for  exempted  hospitals  and  ex- 
empted hospital  units  shall  not  exceed  market 
basket  plus  one-quarter  percentage  point  in  the 
first  year  and  shall  not  exceed  market  basket 
plus  one-quarter  of  one  percentage  point  in  the 
second  year. 

The  Secretary,  taking  into  account  the  recom- 
mendations of  the  Prospective  Payment  Com- 
mission, shall  continue  to  have  authority  to 
establish  a  rate  of  increase,  as  under  current 
law,  but  not  more  than  market  basket  plus  one- 
quarter  of  one  percentage  point  during  the  ap- 
plicable period. 

H.  Rep.  No.  911,  98th  Cong.,  2d  Sess. 
140  (1984) 

(Report  of  the  Committee  on  Appropriations, 
Pub.  L.  98-619) 

.  .  .  The  Committee  believes  that  the  role  of 
the  Commission  is  that  of  a  highly  knowledge- 
able independent  panel  to  advise  the  executive 
and  legislative  branches  on  the  Medicare  reim- 
bursement system.  While  this  advice  includes 
rate  setting  and  technology  assessment,  the 
Committee  believes  that  the  primary  role  of  the 
Commission  lies  in  a  broader  evaluation  of  the 
impact  of  Public  Law  98-121  [sic]  on  the  Ameri- 
can health  care  system.  The  Committee  there- 
fore directs  that  the  Commission  submit  an 
annual  report  to  the  Congress  which  expresses 
its  view  on  these  issues. 
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Section  9103(b)  of  the  Consolidated 
Omnibus  Budget  Reconciliation  Act 
of  1985,  Pub.  L.  99-272 

(b)  Study  of  Methodology  for  Area  Wage  Ad- 
justment for  Central  Cities — (1)  The  Secretary 
of  Health  and  Human  Services,  in  consultation 
with  the  Prospective  Payment  Assessment  Com- 
mission, shall  collect  information  and  shall  de- 
velop one  or  more  methodologies  to  permit  the 
adjustment  of  the  wage  indices  used  for  pur- 
poses of  sections  1886(d)(2)(C)(ii),  1886(d)(2)(H), 
and  1886(d)(3)(E)  of  the  Social  Security  Act,  in 
order  to  more  accurately  reflect  hospital  labor 
markets,  by  taking  into  account  variations  in 
wages  and  wage-related  costs  between  the 
central  city  portion  of  urban  areas  and  other 
parts  of  urban  areas. 

(2)  The  Secretary  shall  report  to  Congress  on 
the  information  collected  and  the  methodologies 
developed  under  paragraph  (1)  not  later  than 
March  1,  1987.  The  report  shall  include  a  rec- 
ommendation as  to  the  feasibility  and  desirabil- 
ity of  implementing  such  methodologies. 

Section  9114  of  the  Consolidated 
Omnibus  Budget  Reconciliation  Act 
of  1985,  Pub.  L.  99-272 

(a)  Disclosure  of  Information — The  Secretary 
of  Health  and  Human  Services  shall  make 
available  to  the  Prospective  Payment  Assess- 
ment Commission,  the  Congressional  Budget 
Office,  the  Comptroller  General,  and  the  Con- 
gressional Research  Service  the  most  current 
information  on  the  payments  being  made  under 
section  1886  of  the  Social  Security  Act  to  indi- 
vidual hospitals.  Such  information  shall  be 
made  available  in  a  manner  that  permits  exam- 
ination of  the  impact  of  such  section  on 
hospitals. 

(b)  Confidentiality — Information  disclosed 
under  subsection  (a)  shall  be  treated  as  confi- 
dential and  shall  not  be  subject  to  further  dis- 
closure in  a  manner  that  permits  the  identifica- 
tion of  individual  hospitals. 


Section  9127(b)  of  the  Consolidated 
Omnibus  Budget  Reconciliation  Act 
of  1985,  Pub.  L.  99-272 

(b)  Appointments — The  Director  of  the  Con- 
gressional Office  of  Technology  Assessment 
shall  appoint  the  two  additional  members.  .  .,  no 
later  than  60  days  after  the  date  of  enactment 
of  this  Act,  for  terms  of  three  years. 

H.  Rep.  99-453,  99th  Congress,  1st 
Sess.  471  (1985) 

(Report  of  the  Committee  of  Conference,  Con- 
solidated Omnibus  Budget  Reconciliation  Act  of 
1985,  Pub.  L.  99-272) 

...  It  is  the  intent  of  the  conferees  that  the 
two  new  Prospective  Payment  Assessment  Com- 
mission members  would  represent  nurses  and 
rural  hospitals. 

H.  Rep.  99-289,  99th  Congress,  1st 
Sess.  156  (1985) 

(Report  of  the  Committee  on  Appropriations, 
Pub.  L.  99-591) 

.  .  .  The  Commission  is  assigned  a  broad  range 
of  duties  under  the  law,  including  advice  on  the 
annual  update  of  the  DRG  payment  levels, 
advice  on  restructuring  individual  DRG's  based 
on  new  procedures  or  technologies  and  general 
advice  on  the  impact  of  the  new  reimbursement 
system  on  the  cost,  quality  and  effectiveness  of 
the  Medicare  system  in  particular  and  the 
American  health  care  system  in  general.  .  .  .  The 
Committee  expects  the  Commission  to  more  for- 
mally organize  its  research  program  and  to  in- 
clude in  its  FY  1988  budget  request  a  formal 
research  plan  which  reviews  FY  1985  and  1986 
work  and  lays  out  an  agenda  for  FY  1987  and 
1988. ..The  Committee  encourages  the  Commis- 
sion to  implement  procedures  to  assure  a  broad 
range  of  viewpoints  and  information. 
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H.  Rep.  99-1012,  2d  Sess.,  278  (1986) 

(Report  of  the  Committee  of  Conference,  Pro- 
viding for  Reconciliation  Pursuant  to  Section  2 
of  the  Concurrent  Resolution  on  the  Budget  for 
Fiscal  Year  1987,  Pub.  L.  99-509) 

(b)  Secretary  [is  required  to]  provide  a  report 
with  recommendations  on  the  projected  PPS 
and  PPS-exempt  update  factors  on  April  1,  1987 
and  annually  thereafter  on  March  1.  [The]  Secre- 
tary is  required,  for  the  FY  1988  update  factor, 
[to]  provide  a  report  and  a  documented  recom- 
mendation to  Congress  by  April  1,  1987,  on  what 
the  Secretary  would  recommend  for  the  FY  1988 
update  factor.  Congress  will  review  this  report, 
along  with  report  of  the  Prospective  Payment 
Assessment  Commission  and  make  a  determina- 
tion as  to  what,  if  any,  adjustments  should  be 


made  to  the  FY  1988  update  factor  (established 
under  this  legislation  at  the  projected  rate  of 
increase  in  the  hospital  market  basket  index 
minus  two  percentage  points).  The  Prospective 
Payment  Assessment  Commission's  annual 
report  submitted  to  the  Secretary  as  required  in 
Section  1886(e)(3)3  would  be  due  annually  on 
March  1,  effective  with  the  1988  (FY  1989) 
annual  report.  The  annual  promulgation  of  the 
proposed  prospective  payment  regulations  cur- 
rently required  to  be  published  no  later  than 
June  1  of  a  year  would  be  moved  to  no  later 
than  May  1,  beginning  with  the  1988  (the  FY 
1989)  update  factor.  The  purpose  of  requiring 
submission  of  the  report  on  March  1  of  a  year, 
and  promulgation  of  the  proposed  regulation  on 
May  1  of  a  year,  is  to  allow  for  a  sixty  day 
public  comment  period. 
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Notes  to  Statutory  Mandate  of  the  Commission 


1.  The  intent  of  Congress  in  Pub.  L.  99-509,  as 
evidenced  by  the  accompanying  report  lan- 
guage, was  to  amend  section  1886(e)(3)(A)  as 
noted  above.  The  language  was  not  changed, 
however. 

2.  Pub.  L.  99-509  technically  amended  section 
1866(e)(5)  of  the  Social  Security  Act.  The 


clear  intent  of  the  Congress  was  to  amend 
section  1886(e)(5)  of  the  Act  as  noted  above. 

3.  The  intent  of  Congress  was  to  refer  to  the 
report  required  under  section  1886(e)(3),  al- 
though section  1886(e)(4)  was  cited. 
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PROSPECTIVE  PAYMENT  TERMS 

The  following  terms  are  frequently  referenced 
in  discussions  concerning  the  Medicare  prospec- 
tive payment  system  (PPS).  Some  of  the  defini- 
tions are  from  the  September  1,  1983,  Federal 
Register  (FR),  Volume  48,  Number  171.  The 
page  number  in  the  FR  is  listed  in  parentheses 
following  the  definition.  Other  definitions  are 
from  various  Health  Care  Financing  Adminis- 
tration (HCFA)  publications  and  other  sources. 
Where  necessary,  ProPAC  has  developed  defini- 
tions consistent  with  its  use  of  the  terms  in 
Commission  documents. 

Alternative  Case-Mix  Measurement  Sys- 
tems— Patient  classification  systems  other  than 
the  DRGs,  which  can  be  used  to  measure  hospi- 
tal case  mix.  Some  patient  classification  systems 
assign  cases  to  categories  based  on  data  cur- 
rently available  from  the  medical  record  dis- 
charge abstract.  Other  systems  use  additional 
data  to  classify  patients.  (ProPAC) 

Assignment  Criteria — The  rules  that  deter- 
mine how  patients  are  classified  into  categories 
within  a  particular  patient  classification  system. 
These  criteria  determine  the  selection  of  rele- 
vant classification  variables  and  the  method  for 
combining  these  variables  into  patient  catego- 
ries. (ProPAC,  revised) 

Budget  Neutrality — The  legislative  require- 
ment that  Medicare  payment  for  total  inpatient 
operating  costs  to  hospitals  under  the  prospec- 
tive payment  system  during  fiscal  years  1984 
and  1985  should  be  neither  more  nor  less  than 
the  estimate  of  what  would  have  been  paid 
under  the  law  in  effect  (the  Tax  Equity  and 
Fiscal  Responsibility  Act)  prior  to  enactment  of 
prospective  payment.  More  generally,  budget 
neutrality  can  refer  to  a  requirement  that 
changes  in  the  PPS  formula  not  affect  total  PPS 
spending.  (ProPAC) 

Capital — Medicare  capital  payments  generally 
relate  to  tangible  fixed  assets  of  a  hospital,  such 
as  plant  and  equipment,  which  are  of  a  rela- 
tively permanent  nature  and  are  intended  for 
use  in  future  periods.  Most  Medicare  capital 
payments  are  for  depreciation  interest. 
(ProPAC,  revised) 


Case  Complexity   (Patient  Complexity) — A 

measure  of  the  mix  of  patient  types  and  their 
resource  use  within  a  particular  patient  cate- 
gory. (ProPAC) 

Case  Mix — The  mix  of  patient  types  treated 
within  a  particular  institutional  setting,  such  as 
the  hospital.  Patient  classification  systems,  such 
as  the  DRG  system,  can  be  used  to  measure 
hospital  case  mix.  As  a  result,  patient  classifica- 
tion systems  are  also  known  as  case-mix  meas- 
ures or  case-mix  systems.  (ProPAC,  revised) 

Case-Mix  Index  (DRG  Case-Mix  Index)— A 

measure  of  the  costliness  of  cases  treated  by  a 
hospital  relative  to  the  cost  of  the  national  aver- 
age of  all  Medicare  hospital  cases,  using  diagno- 
sis-related group  (DRG)  weights  as  a  measure  of 
relative  costliness  of  cases.  (HCFA) 

Charge — The  amount  of  money  asked  for  by  a 
seller  in  return  for  a  product  or  a  service.  A 
hospital's  charge  is  equivalent  to  its  list  price 
for  a  service.  Medicare,  Medicaid,  Blue  Cross, 
and  some  other  payers,  however,  do  not  pay 
charges  for  inpatient  hospital  services.  Thus, 
the  "charge"  is  not  the  price  from  Medicare's  or 
certain  other  payers'  perspectives.  (ProPAC, 
revised) 

Children's  Hospital — A  hospital  whose  inpa- 
tients are  predominantly  under  18  years  of  age 
and  which  has  a  Medicare  provider  agreement 
meeting  applicable  requirements.  (FR  39758) 

Claim — A  request  to  a  third-party  payer  (e.g., 
private  insurer,  government  payment  program, 
employer  payment  program)  by  a  person  cov- 
ered by  the  third-party  program  or  an  assignee 
(usually  a  provider  of  service)  for  payment  of 
benefits  covered  by  the  third  party.  (ProPAC) 

Classification — The  act  or  process  of  system- 
atically arranging  in  groups  or  categories  ac- 
cording to  established  criteria.  Under  PPS, 
patients  are  classified  into  disease  categories 
using  the  ICD-9-CM  classification  system  and 
then  further  grouped  into  diagnosis-related 
groups.  (ProPAC) 

Comorbidity — A  preexisting  condition  that 
will,  in  the  opinion  of  clinical  experts,  because 
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of  its  presence  with  a  specific  principal  diagno- 
sis, increase  length  of  stay  by  at  least  one  day 
in  approximately  75  percent  of  cases.  For  the 
purposes  of  PPS,  HCFA  has  defined  a  set  of 
conditions  that  are  considered  comorbidities. 
(ProPAC,  revised) 

Complication — A  condition  that  arises  during 
the  hospital  stay  which,  in  the  opinion  of  clini- 
cal experts,  prolongs  length  of  stay  by  at  least 
one  day  in  approximately  75  percent  of  cases. 
For  the  purposes  of  PPS,  HCFA  has  defined  a 
list  of  conditions  that  are  considered  complica- 
tions. (ProPAC,  revised) 

Cost — The  cost  to  the  buyer  is  the  amount  of 
money  or  price  paid  by  the  buyer  to  acquire  a 
good  or  service.  The  cost  to  the  seller  is  the 
amount  of  money  or  price  paid  by  the  seller  for 
the  inputs  used  to  produce  a  service  or  good. 
(ProPAC) 

Cost-Based  Reimbursement — A  method  of 
paying  for  services  based  on  the  costs  incurred 
by  a  provider  to  furnish  those  services.  Under 
Medicare,  cost-based  reimbursement  became  as- 
sociated with  a  detailed,  rigid,  and  prescribed 
set  of  rules  governing  payment.  (ProPAC) 

Diagnosis-Related  Groups  (DRGs) — A  system 
for  determining  case  mix.  Originally  developed 
by  researchers  at  Yale  University,  the  DRG 
system  index  classifies  patients  into  groups 
based  on  the  International  Classification  of  Dis- 
eases, the  presence  of  a  surgical  procedure,  pa- 
tient age,  presence  or  absence  of  significant 
comorbidities  or  complications,  and  other  rele- 
vant criteria.  The  DRG  classification  attempts 
to  categorize  patients  into  clinically  coherent 
and  homogeneous  groups  with  respect  to  re- 
source use.  PPS  currently  uses  471  mutually 
exclusive  DRGs  to  classify  patients  and  deter- 
mine case  mix.  All  but  one  of  these  DRGs  repre- 
sent categories  wherein  the  principal  procedure 
is  consistent  with  the  principal  diagnosis  as- 
signed to  the  patient.  DRG  468  represents  cases 
in  which  the  principal  procedure  is  unrelated  to 
the  valid  principal  diagnosis.  In  addition,  DRG 
codes  469  and  470  may  be  assigned  if  the  fiscal 
intermediary  finds  certain  errors  in  bills  sub- 
mitted by  hospitals.  When  this  occurs,  the  bills 
are  returned  to  the  hospital  for  correction. 


DRGs  469  and  470  are  not  used  as  a  basis  of 
payment.  (ProPAC,  revised) 

Diagnosis-Related  Group  Weight — A  number 
that  is  intended  to  reflect  the  relative  resource 
consumption  associated  with  each  DRG.  That  is, 
each  DRG  weight  reflects  the  average  cost 
across  all  hospitals  of  treating  cases  classified  in 
that  DRG  compared  to  the  average  cost  for  all 
DRGs.  Currently,  the  DRG  weights  range  from 
.1136  for  DRG  382  (false  labor)  to  12.3234  for 
DRG  472  (extensive  burns  with  OR  procedure). 
(ProPAC,  revised) 

Discharge — A  hospital  inpatient  is  discharged 
when:  (1)  the  patient  is  formally  released  from 
the  hospital  (except  when  transferred  to  an- 
other hospital  under  the  prospective  payment 
system — see  Transfer);  (2)  the  patient  dies  in  the 
hospital;  or  (3)  the  patient  is  transferred  to  a 
hospital  or  unit  that  is  excluded  from  the  pro- 
spective payment  system.  (FR  39818) 

Discretionary  Adjustment  Factor  (DAF) — 
The  quantitative  expression  of  the  Commission's 
judgment  regarding  the  rate  at  which  the  Medi- 
care standardized  amounts  should  increase  or 
decrease  beyond  inflation.  This  judgment  re- 
flects considerations  outlined  in  the  statute  as 
well  as  other  factors  that  the  Commission  has 
regarded  as  important.  The  Commission's  fiscal 
year  1988  DAF  recommendation  for  PPS  hospi- 
tals includes  allowances  for  four  factors  beyond 
inflation:  (1)  scientific  and  technological  ad- 
vancement, (2)  hospital  productivity  change,  (3) 
site-of-care  substitution,  and  (4)  real  case-mix 
change.  These  allowances  represent  broad 
guidelines  used  by  the  Commission  to  develop 
the  DAF;  they  do  not  imply  a  high  degree  of 
precision  or  specificity  in  the  estimation  of  the 
individual  components.  (ProPAC,  revised) 

Encoder — A  computer  program  used  to  deter- 
mine the  appropriate  ICD-9-CM  code  assign- 
ment for  diagnoses  and  procedures.  (ProPAC) 

Excluded  Hospitals  and  Units — Children's, 
long-term  care  (average  length  of  stay  more 
than  25  days),  rehabilitation,  and  psychiatric 
hospitals  are  specifically  excluded  from  the  pro- 
spective payment  system.  Rehabilitation  or  psy- 
chiatric "distinct  part"  subunits  of  acute  care 
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hospitals  are  exempted  if  they  meet  certain  cri- 
teria as  specified  by  the  Secretary.  Hospitals 
located  in  U.S.  Territories  (e.g.,  Puerto  Rico), 
alcohol  or  drug  abuse  treatment  hospitals  or 
distinct  alcohol  or  drug  abuse  treatment  units 
of  acute  hospitals  (until  October  1,  1987),  Fed- 
eral hospitals,  and  Christian  Science  sanatoria 
are  also  exempted.  Cancer  treatment  and  re- 
search facilities  may  receive  an  exemption  if 
they  meet  criteria  established  by  the  Secretary. 
Excluded  hospitals  remain  under  cost-based  re- 
imbursement, subject  to  the  TEFRA  target  rate 
of  increase  limits.  (FR  39758;  50  FR  35669) 

Exempt  Hospitals  and  Units — See  Excluded 
Hospitals  and  Units. 

Expenditure — The  amount  of  money  paid  for 
a  good  or  service  during  a  specified  time  period. 
The  actual  service  or  good  could  have  been  ac- 
quired or  used  prior,  during,  or  subsequent  to 
the  period  in  which  the  money  is  paid.  (ProPAC) 

Federal  Prospective  Payment  Amount — The 

portion  of  the  total  prospective  payment  rate 
derived  from  national  and  regional  standardized 
prospective  payment  amounts.  During  the  tran- 
sition period  of  Medicare's  prospective  payment 
system,  hospitals  will  be  paid  at  a  rate  which  is 
a  blend  of  a  Federal  and  hospital-specific  por- 
tion (see  Hospital-Specific  Portion  or  Payment 
Amount).  After  the  transition  period,  the  pay- 
ment rate  will  be  entirely  based  on  the  Federal 
standardized  payment  amount.  (ProPAC, 
revised) 

Grouper — Under  PPS,  a  computer  program 
used  by  the  intermediary  to  assign  discharges  to 
the  appropriate  DRG  using  information  ab- 
stracted from  the  inpatient  bill  and  determine 
hospital  payment.  Hospitals  use  the  computer 
program  for  internal  administrative  purposes. 
(ProPAC,  revised) 

Heterogeneity — The  degree  of  dissimilarity 
among  cases  within  a  patient  category  (see  Ho- 
mogeneity). (ProPAC) 

Homogeneity — The  degree  of  similarity 
among  cases  within  a  patient  category.  Homoge- 
neity is  an  important  criterion  for  developing 
and  evaluating  patient  classification  systems 


such  as  the  DRG  system.  Clinical  homogeneity 
indicates  that  patients  have  similar  diagnoses  or 
conditions.  Resource-use  homogeneity  indicates 
that  patient  treatments  involve  a  similar 
amount  of  resources.  Resource-use  homogeneity 
is  often  tested  using  statistical  techniques.  This 
has  led  some  researchers  to  use  the  term,  statis- 
tical homogeneity,  to  describe  resource-use  ho- 
mogeneity. (ProPAC,  revised) 

Hospital  Market  Basket — The  set  of  goods 
and  services  purchased  by  hospitals.  (ProPAC) 

Hospital  Market  Basket  (Input  Price) 
Index — A  hospital  market  basket  index  is  con- 
structed by:  (1)  specifying  the  inputs  that  hospi- 
tals purchase  and  combining  inputs  into 
components,  (2)  determining  a  weight  for  each 
component  that  represents  its  share  of  total  hos- 
pital expenses,  and  (3)  identifying  measures  of 
price  changes  for  each  component.  The  overall 
change  in  the  price  of  the  market  basket  is 
computed  by  multiplying  each  component's 
price  change  by  its  weight  and  summing  across 
all  components.  (ProPAC) 

Hospital-Specific  Portion  or  Payment 
Amount — During  the  transition  period  of  the 
prospective  payment  system,  the  portion  of  the 
Medicare  prospective  payment  rate  that  is  de- 
rived from  each  hospital's  own  cost  experience. 
(ProPAC,  revised) 

Intermediary     (Fiscal     Intermediary) — An 

entity  that  has  a  contract  with  HCFA  to  deter- 
mine and  make  Medicare  payments  for  Part  A 
or  Part  B  benefits  payable  on  a  cost  basis  and  to 
perform  other  related  functions.  Such  functions 
include  auditing  and  resolution  of  cost  disputes. 
(ProPAC) 

International  Classification  of  Diseases, 
Ninth  Revision,  Clinical  Modification  (ICD-9- 

CM) — A  system  for  classifying  diseases  and  pro- 
cedures to  facilitate  collection  of  uniform  and 
comparable  health  information.  The  disease 
classification  is  revised  every  ten  years,  and  the 
ICD-9  is  the  ninth  version.  This  system  is  the 
basis  for  grouping  patients  into  DRGs.  (HCFA) 
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Long-Term  Care  Hospital — Those  hospitals 
which  have  an  average  inpatient  length  of  stay 
more  than  25  days.  (FR  39758) 

Major  Diagnostic  Category  (MDC)— Within 
the  DRG  classification  system,  there  are  23 
MDC  categories  based  on  body  system  involve- 
ment and  disease  etiology.  All  DRGs  fit  into  one 
of  the  23  MDCs.  (ProPAC) 

Market  Basket — See  Hospital  Market  Basket. 

Medical  Technology — The  drugs,  devices, 
and  medical  and  surgical  procedures  used  in 
medical  care,  and  the  organizational  and  sup- 
portive systems  within  which  such  care  is  pro- 
vided. (OTA) 

Medicare  Cost  Report  (MCR) — An  annual 
report  required  of  all  institutions  participating 
in  the  Medicare  program  that  records  costs  in- 
curred by  the  institution  for  providing  services 
to  all  patients.  The  costs  are  defined  and  re- 
ported according  to  highly  specific  categories  as 
required  by  the  Medicare  program.  The  1981 
MCRs  were  used  in  the  development  of  both  the 
Federal  standardized  amounts  and  the  DRG 
weights.  (ProPAC,  revised) 

Medicare  Provider  Analysis  and  Review  File 
(MEDPAR  File)— A  HCFA  data  file  that  con- 
tains billed  charge  data  and  clinical  characteris- 
tics, such  as  principal  diagnosis  and  principal 
procedures,  for  a  20  percent  sample  of  inpatient 
bills  submitted  by  hospitals.  (ProPAC,  revised) 

Morbidity — A  diseased  state;  often  used  in  the 
context  of  a  "morbidity  rate,"  i.e.,  the  rate  of 
disease  or  proportion  of  diseased  persons  in  a 
population.  In  common  clinical  usage,  complica- 
tions or  comorbidities  are  referred  to  as  morbid- 
ity. (ProPAC) 

Non-Physician  Services — All  services  pro- 
vided to  inpatients  by  personnel  other  than 
physicians  as  defined  by  the  Secretary.  Non- 
physician  services  would  include,  for  example, 
services  of  a  physical  therapist  or  radiology 
technician.  (FR  39793) 

Normalization — A  step  in  the  recalibration  or 
reweighting  process  in  which  an  adjustment 


factor  is  applied  to  the  DRG  weights  so  that  the 
average  weight  of  all  PPS  discharges  is  the 
same  after  recalibration  as  it  was  before 
recalibration.  (ProPAC,  revised) 

Outliers — Under  the  Medicare  program,  cases 
that  have  an  extremely  long  length  of  stay  (day 
outlier)  or  extraordinarily  high  costs  (cost 
outlier)  when  compared  to  most  discharges  clas- 
sified in  the  same  DRG.  (FR  39776) 

Patient  Bill  File  (PATBILD— A  HCFA  data 
file  that  contains  billed  charge  data  and  clinical 
characteristics,  such  as  principal  diagnosis  and 
principal  procedures,  for  all  1984  Medicare  inpa- 
tient hospital  bills.  The  equivalent  file  in  other 
years  is  called  the  MEDPAR  file.  (ProPAC,  re- 
vised) 

Patient  Categories — The  groups  to  which 
cases  are  assigned  within  a  particular  patient 
classification  system.  Patient  categories  are 
typically  designed  to  be  understandable  to  the 
medical  community  as  well  as  homogeneous 
with  respect  to  resource  use.  (ProPAC) 

Patient  Classification  System — A  set  of  pa- 
tient categories,  and  the  criteria  for  assigning 
cases  to  those  categories,  which  allows  cases  to 
be  classified  into  distinct  groups.  (ProPAC) 

Payment — The  generic  term  for  various  types 
of  monetary  compensation  for  services  received 
or  goods  acquired.  Payment  can  be  made  before 
or  after  services  are  received  or  goods  are  ac- 
quired. (ProPAC) 

Peer  Review  Organizations  (PROs) — Sucessor 
organizations  to  Professional  Standards  Review 
Organizations  (PSROs),  which  perform  medical 
peer  review  of  Medicare  claims,  including 
review  of  validity  of  hospital  diagnosis  and  pro- 
cedural information;  completeness,  adequacy, 
and  quality  of  care;  appropriateness  of  admis- 
sion and  discharge;  and  appropriateness  of  PPS 
outlier  cases.  A  PRO  is  composed  of  (or  has 
available  to  it)  a  substantial  number  of  MDs  or 
DOs  to  carry  out  the  review.  HCFA  contracts 
for  PRO  review  for  all  Medicare  patients  in  a 
specified  geographic  area;  in  the  absence  of  a 
PRO,  the  fiscal  intermediary  performs  these  re- 
views. (ProPAC) 
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Physician  Services — Medical  services  to  indi- 
vidual patients  are  payable  under  Part  B  of 
Medicare  if:  (1)  the  services  are  personally  fur- 
nished to  an  individual  patient  by  a  physician; 
(2)  the  services  contribute  directly  to  the  diagno- 
sis or  treatment  of  an  individual  patient;  (3)  the 
services  ordinarily  require  performance  by  a 
physician;  and  (4)  if  applicable,  the  services 
meet  certain  special  rules  that  apply  to  services 
of  certain  physician  specialties,  i.e.,  anesthesiol- 
ogists, radiologists,  and  pathologists.  (FR  39794) 

Price — As  generally  used,  the  amount  of 
money  asked  for  by  a  seller  in  return  for  a  good 
or  service.  In  the  Medicare  PPS,  the  price  for  a 
hospital  discharge  is  set  by  the  buyer,  the  Medi- 
care program.  (ProPAC) 

Principal  Diagnosis — That  condition  which 
after  study  is  determined  to  be  the  reason 
chiefly  responsible  for  occasioning  the  admission 
of  the  patient  to  the  hospital.  (FR  39761) 

Principal  Procedure — The  principal  proce- 
dure is:  (1)  the  one  most  related  to  the  principal 
diagnosis;  or  (2)  the  one  which  was  performed 
for  definitive  treatment  rather  than  performed 
for  diagnostic  or  exploratory  purposes,  or  was 
necessary  to  treat  a  complication.  If  only  one 
procedure  is  performed  it  is  considered  the  prin- 
cipal procedure.  (HCFA) 

Prospective  Payment  (Pricing) — A  method  of 
paying  for  health  care  services  in  which:  (1)  full 
amounts  or  rates  of  payment  are  established  in 
advance,  and  (2)  providers  are  paid  these 
amounts  or  rates  regardless  of  the  costs  they 
actually  incur.  A  distinction  is  sometimes  made 
between  payment  and  pricing  based  on  whether 
payment  is  made  in  advance  for  services  or 
whether  the  price  is  simply  set  in  advance. 
(ProPAC) 

Psychiatric  Hospital — An  institution  that:  (1) 
primarily  engages  in  providing,  by  or  under  the 
supervision  of  a  physician,  psychiatric  services 
for  the  diagnosis  and  treatment  of  mentally  ill 
persons;  (2)  satisfies  the  statutory  requirements 
of  a  "hospital";  (3)  maintains  clinical  records  on 
all  patients  such  that  the  degree  and  intensity 
of  the  treatment  provided  can  be  readily  dis- 
cerned; (4)  meets  the  special  staff  requirements 


for  psychiatric  hospitals;  and  (5)  is  accredited  by 
the  Joint  Commission  on  Accreditation  of  Hospi- 
tals. (FR  39755) 

Real  Case-Mix  Change — Changes  in  the  mix 
of  patients  and  the  treatments  they  receive.  To 
the  extent  that  such  changes  are  accompanied 
by  increases  in  patient  care  resource  require- 
ments, they  should  also  be  accompanied  by 
changes  in  hospital  payments.  ProPAC  recog- 
nizes two  sources  of  real  case-mix  change — 
within-DRG  case-complexity  change  and  across- 
DRG  patient  distributional  change. 

Reasonable  Charges — Basis  of  payment  under 
which  Medicare  Part  B  medical  and  other 
health  services  are  paid.  The  reasonable  charge 
is  the  lowest  of  the  actual  charge  billed  by  the 
physician  or  supplier,  the  charge  the  physician 
or  supplier  customarily  bills  his  patients  for  the 
same  service,  or  the  prevailing  charge  most  phy- 
sicians or  suppliers  in  that  locality  bill  for  the 
same  service.  In  the  future,  the  term  "approved 
charge"  will  replace  the  term  "reasonable 
charge."  (ProPAC,  revised) 

Reasonable  Costs — Medicare's  determination 
of  a  provider's  direct  or  indirect  costs  that  are 
necessary  and  proper  for  the  efficient  delivery 
of  needed  health  care  services  to  Medicare  bene- 
ficiaries. Historically,  services  to  beneficiaries 
covered  by  Medicare  Part  A  were  reimbursed  on 
the  basis  of  reasonable  cost.  (ProPAC,  revised) 

Rebasing  of  PPS  Standardized  Amounts — De- 
velopment of  new  standardized  amounts 
through  the  following  process:  recalculation 
using  more  recent  data,  updating  to  the  pay- 
ment year,  and  publication  for  payment  pur- 
poses. Rebasing  can  also  be  used  two  additional 
ways.  More  broadly,  it  can  be  used  to  refer  to  an 
adjustment  to  the  level  of  the  standardized 
amounts  before  applying  the  update  factor.  It 
can  also  refer  to  redefining  the  elements  of  the 
standardized  amounts  using  more  recent  data. 
These  elements  include  the  case-mix  index  and 
indirect  teaching  adjustment.  Such  changes 
could  be  made  with  or  without  a  change  in  the 
level  of  the  standardized  amounts.  (ProPAC,  re- 
vised) 
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Rebundling  of  Hospital  Payment — Payment 
to  hospitals  for  inpatient  services  that  were  for- 
merly paid  to  other  suppliers  under  separate 
billing.  For  Medicare,  rebundling  refers  to  pay- 
ment to  hospitals  under  Part  A  for  non-physi- 
cian services  to  hospital  inpatients  which  were 
formerly  (prior  to  PPS)  paid  to  other  suppliers 
under  Part  B.  Including  certain  laboratory  tests 
in  the  Part  A  payment  that  previously  were 
billed  separately  under  Part  B  is  an  example  of 
rebundling.  (ProPAC,  revised) 

Recalculation  of  Standardized  Amounts — Re- 
computation  of  the  PPS  standardized  amounts 
using  more  recent  cost  data  for  use  in  rebasing 
or  in  determining  the  update  factor.  (ProPAC) 

Recalibration — The  adjustment  of  all  DRG 
weights  to  reflect  changes  in  relative  resource 
use  associated  with  all  existing  DRG  categories 
or  the  creation  of  new  DRG  categories,  or  both. 
Recalibration  is  always  accompanied  by  normal- 
ization. (ProPAC,  revised) 

Reclassification —  The  creation,  elimination, 
or  modification  of  a  limited  set  of  DRG  catego- 
ries, including  the  reassignment  of  certain 
diagnostic  or  procedure  codes  from  one  DRG 
category  to  another.  After  reclassification,  the 
resulting  categories  may  need  to  be  reweighted. 
(ProPAC,  revised) 

Rehabilitation  Hospital — A  hospital  which 
has  a  provider  agreement  with  Medicare,  treats 
an  inpatient  population  of  which  at  least  75 
percent  require  intensive  rehabilitative  services 
for  one  or  more  of  the  conditions  which  are 
specified  in  regulation,  and  which  meet  other 
criteria  specified  by  the  Secretary  in  regulation. 
A  rehabilitation  hospital  must  provide  active 
treatment  in  a  number  of  therapeutic  disci- 
plines including  physical  and  occupational  ther- 
apy. (FR  39819) 

Reimbursement — To  make  repayment  or  pay 
back  for  expenses  incurred.  (ProPAC) 

Restructuring — A  systematic  modification  of 
the  DRG  system  using  more  recent  data,  addi- 
tional clinical  variables,  or  new  assignment  cri- 
teria. (ProPAC) 


Reweighting — The  adjustment  of  only  certain 
DRG  weights  to  reflect  changes  in  relative  re- 
source consumption.  Reweighting  can  be  done 
without  reclassification.  (ProPAC) 

Site-of-Care  Substitution  (Component  of  the 
DAF) — The  DAF  component  reflecting  reduc- 
tions in  average  inpatient  resources  per  case 
due  to  a  shift  of  services  to  non-inpatient  set- 
tings for  patients  who  would  have  otherwise  re- 
ceived such  services  in  an  inpatient  setting. 
This  component  reflects  reductions  attributable 
to  shifting  services  for  patients  who  are  admit- 
ted to  the  hospital.  It  does  not  reflect  the  impact 
of  diverting  entire  admissions  to  out-of-hospital 
care  settings.  (ProPAC) 

Standardized  Amounts — The  most  important 
component  used  to  arrive  at  the  Federal  pay- 
ment per  discharge  for  hospitals.  Payment  for  a 
discharge  equals  the  standardized  amount  times 
the  hospital's  wage  index,  teaching  adjustment, 
disproportionate  share  adjustment,  and  the  rele- 
vant DRG  weight.  The  standardized  amounts 
are  developed  by  averaging  hospital-level  his- 
toric average  costs  per  discharge.  These  costs 
are  standardized  for  individual  hospital  differ- 
ences in  area  wage  rates,  hospital  teaching 
status,  disproportionate  share  status,  and  DRG 
case  mix.  The  averaged  amounts  are  adjusted 
for  outlier  payments  and  updated  for  inflation. 
Currently,  there  are  20  standardized  amounts — 
18  regional  amounts  (urban/rural  amounts  for 
each  of  nine  census  regions)  and  two  national 
amounts  (urban/rural).  (ProPAC,  revised) 

SuperPRO — Term  used  to  describe  an  organi- 
zation under  contract  to  HCFA  which  audits 
and  critiques  performance  of  individual  Peer 
Review  Organizations  through  another  review 
of  a  sample  of  PRO  records. 

Transfer — For  the  purposes  of  PPS,  a  transfer 
is  defined  as  the  movement  of  a  patient:  (1) 
from  one  inpatient  area  or  unit  of  the  hospital 
to  another  area  or  unit  of  the  hospital;  (2)  from 
the  care  of  a  hospital  paid  under  prospective 
payment  to  the  care  of  another  such  hospital; 
or,  (3)  from  the  care  of  a  hospital  under  prospec- 
tive payment  to  the  care  of  a  hospital  in  an 
approved  statewide  cost  control  program.  (FR 
39818) 
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Unbundling  of  Hospital  Payment — Separate 
payment  to  non-hospital  suppliers  for  services 
provided  to  hospital  inpatients.  For  Medicare, 
unbundling  of  hospital  payment  refers  to  the 
billing  under  Part  B  for  non-physician  services 
to  hospital  inpatients  which  are  furnished  to 
the  hospital  by  an  outside  supplier  or  another 
provider.  Except  where  a  waiver  has  been 
granted  by  the  Secretary,  this  form  of 
unbundling  is  prohibited  under  PPS  and  all 
non-physician  services  provided  in  an  inpatient 
setting  must  be  paid  as  hospital  services.  (FR 
39792-93) 

Unbundling  of  Hospital  Inpatient  Services — 

The  provision  of  services  on  an  outpatient  basis 
which  were  formerly  furnished  to  inpatients 
(e.g.,  performance  of  diagnostic  studies  prior  to 
a  patient's  admission,  or  the  provision  of  reha- 
bilitation services  after  the  patient's  discharge). 
Alternatively,  unbundling  can  be  viewed  as  the 
provision  of  hospital  services  by  lease  or  other 
administrative  arrangement  with  other  suppli- 
ers. Unbundling  of  inpatient  hospital  services  is 
not  prohibited  by  law.  (ProPAC) 

Uniform  Hospital  Discharge  Data  Set 
(UHDDS) — A  defined  set  of  data,  developed 
from  the  Uniform  Hospital  Abstract  Minimum 
Data  Set,  which  gives  a  minimum  description  of 
a  hospital  episode  or  admission.  The  UHDDS 
includes  data  on  the  age,  sex,  race,  and  resi- 
dence of  the  patient;  length  of  stay;  diagnosis; 
responsible  physicians;  procedures  performed; 


disposition  of  the  patient;  and  source  of  pay- 
ment. The  UHDDS  was  originally  developed  by 
the  National  Center  for  Health  Statistics.  Since 
1974,  the  Department  of  Health  and  Human 
Services  has  employed  the  UHDDS  to  assemble 
information  on  patients  in  the  Medicare  and 
Medicaid  programs.  (ProPAC,  revised) 

Upcoding — Changes  in  medical  record  chart- 
ing and  coding  practices  that  result  in  an  in- 
crease in  the  average  DRG  weight.  Under  PPS, 
hospitals  have  an  incentive  to  upcode  medical 
records  by  coding,  for  example,  in  a  more  thor- 
ough and  accurate  manner.  This  results  in  a 
different  pattern  of  DRG  assignments.  Case-mix 
index  increases  caused  by  upcoding  do  not  re- 
flect increases  in  patient  resource  use,  and 
therefore  ProPAC  believes  these  increases 
should  not  result  in  payment  increases. 
(ProPAC) 

Update  Factor  (Rate  of  Increase  Factor) — 

The  percentage  change  applied  to  the  previous 
year's  payment  rates  that  takes  into  account 
the  amounts  necessary  for  the  efficient  and  ef- 
fective delivery  of  medically  appropriate  and 
necessary  care  of  high  quality.  The  update 
factor  is  intended  to  reflect  changes  in  the 
prices  of  goods  and  services  purchased  by  hospi- 
tals, the  hospital  "market  basket,"  as  well  as 
changes  in  hospital  productivity,  technological 
advances,  quality  of  care,  and  long-term  cost- 
effectiveness  of  services.  (ProPAC,  revised) 
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